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SYSTEM OF ACCOUNTING FOR AN IRON WORKS 
By J. L. Buocn, J. L. Block & Company 


This article is a description of a system of cost and general ac- 
counting which was installed by the writer for the Hartwell Iron 
Works, a company incorporated and organized under the laws of 
the State of Texas, and located in Houston, Texas. 

This plant consists of a foundry, machine shop, structural steel 
or plate shop, and a pattern shop. Each department is fully equip- 
ped, and the establishment is prepared to handle all classes of 
general foundry, machine work, or structural and plate fabrication 
work. The Company undertakes a great deal of general jobbing 
work, and also manufactures for stock such items as cast iron 
ventilators, ash doors, water and gas fittings, and general ornamen- 
tal or structural castings. 

The buildings of the Company are well arranged with respect to 
the routing and handling of orders. The machine shop is housed 
in one building along with the office and stock room. The foundry 
is located at the back of the plant adjacent to the scrap yard; this 
arrangement facilitates the handling of the old iron and other 
second-hand material that is commonly used in the manufacturing 
of grey iron castings. The pattern shop and the plate or structural 
steel shop are located in two adjoining buildings. A storage room 
is included in one of these buildings. All necessary railroad facil- 
ities are available to the plant, with sidings running into the plant 
to facilitate the loading and unloading of materials, etc. 

In developing this system it was desired that each of the separate 
branches of the business show the profit or loss on the work handled 
by it. In other words, an effort was made to place each depart- 
ment—the foundry, machine shop, etc.—on a separate basis as far 
as possible. Further, it was necessary to divide the cost accounting 
into two sections, one covering the general jobbing business, and 
the other manufacturing for stock. At the same time an effort was 
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made to plan the system in such a manner that it would entail no 
appreciable increase in the overhead of the company. At the 
present time the personnel of the office consists of seven men, and 
this force takes care of all the office and accounting work, including 
the selling. 


ScHEDULE OF GENERAL LEDGER ACCOUNTS 


Before going into a discussion of the cost system as designed and 
now in use at this plant it will be well to outline and discuss the 
general system of accounting, so as to show how the cost system, 
stock records, etc., are tied into the general books of accounts. The 
following is the chart or classification of the general ledger 
accounts: 


Assets 


I. Current: 
Cash: 
Bank Accounts 
Petty Cash Fund 
Notes Receivable 
Accounts Receivable—Customers 
Inventories : 
Materials and Supplies Stocks 
Finished Stock 
Work in Process 
Investments: 
Stocks 
Bonds 
Treasury Stock 
Deposit—Workmen’s Compensation Insurance 


II. Fixed: 


Land 

Buildings: 
Building No. 
Building No. 
Building No. 
Building No. 
Building No. 

Equipment 

Automobiles and Trucks 

Patterns 


Or 


III. Prepaid and Deferred Accounts: 
Prepaid Accounts: 
Fire Insurance 
Franchise Taxes 
Interest 
Other Insurance 
Deferred Accounts: 
Expenses 
Other Debit Items 
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CoMMENTS ON GENERAL LEDGER ACCOUNTS 


The cash account is, of course, self-explanatory. In the system 
of accounting now under discussion the cash is recorded in a cash 
book journal along with all of the various related journal entries. 
The book used is a double page form designed to cover all receipt 
and disbursement transactions. 

The accounts receivable account covers the total outstanding 
amounts due from customers. When an order is completed an in- 
voice or bill is issued charging the customer for whom the work was 
done or to whom the goods were sold. This invoice is posted in the 
bill register (see page 18), this form being a summary of the 
total bills rendered for the accounting period regardless of the kind 
of goods sold, i. e., whether from finished stock, material and sup- 
plies stock, jobbing work, or outside work. 

The totals from this bill register are posted at the end of the 
month to the profit and loss accounts, production orders billed, or 
shop orders billed ; the contra entries being made either to accounts 
receivable, finished stock sold, investment or expense accounts, etc. 
The charges made to the investment or expense accounts are for the 
cost of any work done by any one of the departments, for the plant, 
on shop orders. 

The invoices for “Job Orders Billed” are mailed to the customers, 
and “Production Orders Billed” which affect the inventory accounts 
are passed to the stock clerk for entry in the finished stock record. 
The “Shop Orders” which affect the investment or operating ac- 
counts are filed away for future reference since the accounts charged 
or credited are fully detailed in the bill register as explained above. 

™he inventory accounts are discussed in the section of this paper 
dealing with the cost system. However, it will not be amiss to out- 
line each briefly at this point. 

The materials and supplies account carries a detailed record of 
the cost of all material and supplies kept in stock which will be con- 
sumed in the process of manufacture or maintenance of the plant. 
At the end of the month the total material credited to “Material 
and Supplies Stock” is charged to “Material and Supplies Con- 
sumed and Sold.” The information necessary for making this credit 
is obtained from the requistions for material issued during the ac- 
counting period, these requistions being recapitulated and made 
up into a journal voucher at the end of the period. Cost as referred 
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to here means the cost of all materials delivered at the stock room, 
and includes all charges against the material for teaming and haul- 
ing, express, freight, etc. The material is charged to all jobs at 
this cost. 

The finished stock account carries the cost of all manufactured 
articles held in stock for future sales. The charges to this account 
are obtained from the bill register as noted above. All charges to 
“Finished Stock” include both the direct cost and the overhead 
applicable thereto as outlined further on in this article. Credits 
to this account are made from the requisitions drawn up for the 
purpose of withdrawing from stock any finished stock which is sold. 
A job order is issued for sales from finished stock, these sales being 
handled in the same manner as for any other order received from 
a customer. The charge from this requisition on finished stock is 
made to an account styled “Finished Stock Sold.” The invoice 
made for the sale is then credited to “Job Orders Billed” in the 
bill register. 

As explained later on in the discussion of the cost system, the 
work in process account carries the amount that is set up at the 
end of the accounting period to show the total value of all un- 
completed work in the plant at that time. The credit is passed to 
the direct operating expense accounts, and/or “Material and Sup- 
plies Consumed and Sold” as the case might be. None of the in- 
direct or administrative overhead charges are included in this 
“work in process,’ as set up on the balance sheet. 

The rest of the general ledger accounts, insofar as the asset or 
liability accounts are concerned, are, for the most part, self-explan- 
atory. 


Cost System 


As explained at the outset, the plant handles two classes of work, 
one known as production, and the other as jobbing. In planning 
the cost system it was necessary to make a very clear distinction 
between these two classes of work, since they are quite different. 
In order to outline clearly the system as at present in use, therefore, 
it will be necessary to take up each class of work handled by the 
Company separately and explain the routine of each. We will take 
up first the accounting for job orders, and to make discussion con- 
crete a specific job will be traced through the plant to completion, 
in terms of the accounting procedure required. 
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Make and machine seventeen castings as shown by the attached 
sketch, making all patterns and purchasing all necessary mate- 
rials or accessories. 


Upon receipt in the office this order is turned over to the cost 
accountant, who gives it a job number and fills out a copy of a 
cost sheet covering the work to be done in the pattern shop (see 
illustration), a sheet for the work to be done in the foundry, and 
still another for the work to be done in the machine shop. He also 
fills out a sheet which is used as a summary of all the material 
used on the job (see illustration, page 9). 


HARTWELL Wonks 
T&xAS 


PATTERN SHOP COST SHEET LABOR, MONTH OF________ 192___ No. 


RATE | RATE | RATE | RATE 


| sare | sare 


WAME NAME NAME NAME 


OR OPER MGM. OR OPER. | MCH. Of OPER. | MCH. OR OPER, Of | OF OPER. | MUCH. OR OPER. 


wR. | AMOUNT | AMOUNT | HR. | AMOUNT | HR. | AMOUNT neq, | attount | wm. | amount | HR. | Amount 


TOTAL 


SGHEOULE TOTAL 


= 
= 
= 
= 
| 
| 
| 


N 
HOUSTON, TEXAS MATERIAL COST SHEET MONTH OF. 192 0. 


cost BILLING SCHEDULE 
F. Ss. RATE | M.ANDS. | | 


| | | 


DATE | NO. | QUAN. ITEMS wr. | RATE 
M. AND 8, | 


TOTAL DEBITS 


CREDITS 


TOTAL CREDITS 
NET TOTALS 


COMPLETED ORDERS FORM 
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In the case of the above mentioned order the first work to be 
done, of course, is the making of the patterns. The labor in making 
the patterns is reported by the daily time slips of the men in the 
pattern shop, showing the jobs to which their time is charged. At 
the end of the day these slips are turned over to the cost accountant, 
who immediately posts them to the summary sheet which was 
issued covering the work to be done by the pattern shop. The 
material used in making the pattern is requisitioned from the store- 
keeper on an ordinary requistion form. These requistions, after 
being priced by the storekeeper from his stock record cards, are 
turned over to the cost accountant to be recorded on the summary 
sheet covering all material used. 

The patterns are then turned over to the foundry where the molds 
are made, and the castings are poured. In the foundry, the cost of 
these castings is, of course, their proportionate part of the cost 
of the entire heat from which they are poured. The cost of making 
the heat is the cost of the raw material charged to the cupola plus 
the cost of operating the cupola during the heat. To ascertain 
this cost, a summary is compiled at the end of each heat (see page 
12), and the casting report summarized on this form shows 
the total amount of good castings poured, the jobs to which 
charged, and the proportionate cost of each one based on its weight. 
It is desirable to mention here that the difference between the ac- 
cumulated estimated costs and the actual costs as shown by the 
general ledger at the end of the accounting period is charged or 
credited to the profit and loss statement as an earning or a loss. 

The only other charge to the direct cost of making the castings 
in the foundry is the labor in making the molds, which is reported 
daily by each man on a daily time slip. The cupola pouring report 
(see page 15), on being received from the foundry by the office 
at the end of a heat, is posted to the cost summary on the form 
issued covering the work of the foundry for this particular job. 
The time from the daily time slips of the labor used in making the 
moulds which is chargeable direct to the job is also posted to this 
summary. 

The castings are now turned over to the machine shop for the 
machine work. In the machine shop only labor has to be charged 
as a direct cost to this job. Each man in this shop makes out a 
daily time report showing his time that is chargeable to the specific 
order upon which he has been working. These daily time slips, 
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Blast On. 


First Tap. 
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Helpers Finished 
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upon being received in the office, are posted to the form that was 
issued covering the work to be done on the order by the machine 


shop. 


As the specific job now under discussion does not require any 
work to be done by the structural steel or plate shop, it will not 
be necessary to outline the routine in that particular department. 


Having ascertained the direct cost to this job by each depart- 
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DAILY TIME CARD 


Date 
Department 
EMP. No. Name 
Classification : Rate. Cents per Hour 
INDIRECT LABOR || Hrs. Amount 
i 1 
Tending Cupola 
& 
a Bs 4 Shaking Out and Cutting Sand 
wet tS. 
om 
Oss Repairing Flasks 
a 
Bee Core Making—Helping Odd Labor 
° 
tos Molding Helping—Odd Labor 
BO ° < 
Breaking Iron 
ons 
Oiling and Cleaning Machinery 
Ste 
< 
ae? 2 
NBL 
Total 
DIRECT LABOR 
Operation | Ord. No.|| Hrs. | Amount 
STANDARD 
OPERATIONS 
Foundry Department 
Molding 
Molding Helping 
Core Making 
Core Making Helping 
Making Flasks 
Rebarring Flasks 
Total 
Approved: Grand \ 
P Total \ 


Foreman 
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ment, there now remains only the summarizing and bringing to- 
gether of the costs charged through the separate department sheets 
and the application of the indirect cost which has been incurred 
by reason of this order having passed through the plant. This in- 
direct cost is the operating overhead of the plant, consisting of 
depreciation charges, taxes, maintenance and repairs to the 
machinery, and, in fact, the entire cost of maintaining the plant 


iron Worse 
COST SHEET LABOR, MONTH OF __ — 


— 


MGM. OF OPER. | NCH. C8 OPER. MGH. OR OPER. | MCH. OR OVER. 


wn. | amount | ue. amount wa.| amount | we. | amount! 


BILLING SCHEOULE TOTAL l | 


MATERIAL COST SHEET 


cost BILLING SCHEOULE 
M. AND 6. 0. 0. 


ADMINISTRATION 
TOTAL 
PROFIT 2 
—SALE PRICE 


in an operating condition. The only way that this indirect operat- 
ing overhead can be applied to the individual jobs handled through 
the plant is by adding a predetermined percentage to each one as 
completed, basing this percentage on the direct charges to the job. 
This matter will be covered specifically later on in this article. 
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MATERIAL 


PIG IRON SCRAP IRON COKE FLUX 
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Blast On 
First Tap 
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Bottom Dropped 
Molders Finished 
Helpers Finished 
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Total 


SUBMITTED 


Foundry Foreman. 
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The direct costs to the completed specific job under discussion 
are summarized on a special sheet (see page 14). There is 
also a space provided on this form immediately after the total of 
the direct charges to the work to enter the operating overhead, this 
overhead being applied as mentioned above. In addition to this 
operating overhead, we also have the administrative overhead to be 
apportioned among the completed jobs, consisting of the salaries 
of the officers, the salaries of the general office clerks, office sup- 
plies and stationery, printing, and all other costs of maintaining 
the office and managing the affairs of the Company. This overhead 
is applied in the same manner as the operating overhead by the 
use of a predetermined percentage based on the total direct charges 
plus the indirect operating overhead. A space is provided on the 
form for entering this rate and amount. 

We now must add a profit to arrive at the selling price or billing 
cost of the particular job. This profit is a percentage based on 
the amount desired to be earned on the invested capital which, for 
illustration, is taken as 20% on cost in this case, so as to allow 
a profit of 16% on the capital invested in the business, as will be 
explained later. 

It will be observed that the summary form has a column headed 
“billing schedule.” This column is used by the management in case 
they have some particular billing which they wish to apply that 
does not correspond with the cost as arrived at by the cost system. 
In other words, the officers of the Company may have some pre- 
determined idea of what to charge for work done by a particular 
machine, and, accordingly, they may prefer to charge this pre 
determined or fixed rate per hour in lieu of the actual rate. In 
designing the cost system, this fact was borne in mind and in all 
the forms provision was made for the application of these rates 
in place of the real or actual cost. 

In the case of production orders substantially the same system 
of handling the costs as outlined above is used. The same forms 
and series of job numbers are used except that the letters P. O. are 
added to the order number in each case. 

When the production order is completed it is charged to 
“Finished Stock” at the direct costs plus the operating overhead, 
the contra entry being a credit to the account, “Production Orders 
Billed.” These entries are secured from the bill register. 

It is desirable to mention here that none of the general and ad- 
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ministrative overhead is applied to production orders for the reason 
that it is desired that finished stock be charged at a unit cost which 
represents only prime cost plus departmental overhead. This 
method avoids inflation of finished stock inventory. The general, 
administrative, and fixed overhead is applied to the cost when 
goods are sold from finished stock on a job order, which adheres 
to the policy of recouping the general overhead of each period from 
final disposition or sale. 

In the case of shop orders (orders issued by a department to an- 
other for work to be done for it consisting of repair or construction 
work for the plant), the costing is handled in the same manner as 
above. The letters S. O. are prefixed to the job number issued for 
the work in each case. 

When a shop order is completed it is credited to the account, 
“Shop Orders Billed,’ and charged to the operating or investment 
accounts as the case may be. The charge to these accounts is at 
the direct costs plus the operating general and administrative over- 
heads. These entries are also secured from the bill register. 

As noted at the beginning, each department is placed on its own 
profit and loss basis. After the costs by departments are arrived 
at, therefore, we must distribute to each department its propor- 
tion of the income or revenue from sales. The forms used in the 
cost system provide for this distribution on an estimated basis. 
Later, statements are compiled showing departmental revenues and 
costs, and reflecting the total net profit or loss of each department. 
These estimated departmental revenues are not taken into account 
on the general books, but are used only for the purpose of preparing 
the above mentioned statements. 

At the end of the accounting period a summary is made of the 
total charges to production orders, shop orders, and job orders 
as shown by the forms used for compiling the costs under the cost 
system. This summary is used to ascertain the total cost, direct 
and indirect, of each order completed or in the process of com- 
pletion during the period, and to compare these charges with the 
general books. It is also used to arrive at the total expended cost 
on “work in process” at the end of the period, which amount is 
entered on the balance sheet under the “inventories” section. (See 
illustration, page 9). 

At this point it should be pointed out that none of the expense 
accounts, direct or indirect, are closed out in the general ledger. 
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These accounts are maintained so that the administrative and 
operating overhead will be kept intact for the purpose of observa- 
tion and study. This allows the management to note whether or 
not these expenses are too high in comparison with such factors 
as cash, gross income, etc., which would be impossible if these 
accounts were merged with other accounts. 

In the case of production orders, the total cost is credited to an 
income account styled “Production Orders Billed” and charged to 
“FWinished Stock” under inventories; and the total cost of all com- 
pleted jobs as reflected by the general ledger operating and admin- 
istrative accounts is thus not disturbed. Shop orders completed 
are credited to an account in the general ledger styled “Shop 
Orders Billed,” and charged to the operating or investment account 
for which the work was done. The cost of job orders is not credited 
from the expense accounts. This cost is determined by subtracting 
the charges in the above named accounts, i. e., “Shop Orders,” “Pro- 
duction Orders Billed,” and also “Work in Process” from the total 
operating expenses, as this leaves a balance that accurately reflects 
the total cost of job orders completed and billed. The charge to 
“Work in Process” is only temporary; it is reversed at the begin- 
ning of the next accounting period, the charge going back to the 
operating expense accounts in the general ledger. 

Three inventory accounts, namely, “Finished Stock,” “Material 
and Supplies,” and “Work in Process,” are carried in the general 
ledger in connection with the cost system. 

“Finished Stock” covers the cost of all production jobs com- 
pleted and placed in stock. The amount at which production 
orders are charged to “Finished Stock” is the direct cost of manu- 
facture plus the indirect operating overhead expenses applicable 
to each job. The method of arriving at this cost has been pre 
viously explained in the discussion of production orders. 

“Material and Supplies” covers the cost of all material purchased 
for consumption in the manufacturing processes and in the main- 
tenance of the shop and equipment. It does not apply to material 
purchased for a specific job or jobs; such material is charged to 
“Direct Orders Purchased.” The shop requisitions all materials 
on a regular requisition form, regardless of whether it is to come 
direct from material and supplies stock or is to be purchased out- 
side. The storekeeper, upon receipt of the requisition, ascertains 
whether he will issue the material from his stock or have it pur- 
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FINISHED 


NO. DATE 


sToOcK 
AMOUNT 


F. | acc. | AMT. | AMT. Jos | sHaP | PROD. | cosT | GAIN 


cost GAIN 
TOT. F'RDED 


F. | ACCOUNT 


INDIVIDUAL WEEKLY PAY-ROLL AND TIME DISTRIBUTION REPORT 


Emp. Name— 


Week Ending 


DEDUCTIONS AND ADVANCES 
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chased direct. If it is to be purchased direct he marks the requisi- 
tion “Direct Orders Purchased,” and sends it to the cost accountant 
without making any entries on his stock cards or pricing the mate- 
rial so ordered. The cost accountant holds this requisition until 
the invoice covering the material ordered has been received and 
then marks it “Charge to Direct Orders Purchased,” and takes 
it into the cost system on the summary sheet kept for each job 
in process. 

“Work in Process” is charged only with the direct accumulated 
charges to the jobs; no part of the overhead being entered in this 
account. As each job is completed and taken out of this account, 
it is then charged with its pro rata portion of the overhead. 

As stated heretofore, all material and supplies, and all items 
withdrawn from finished stock for the purpose of filling orders are 
credited to “Material and Supplies,” or to “Finished Stock,” as 
the case may be. The contra entries are made to “Material and 
Supplies Consumed and Sold,” and “Finished Stock Sold.” 

In the case of material or supplies purchased from an outside 
firm direct for some specific job, the invoice when received is 
credited to Accounts Payable and charged to “Direct Orders Pur- 
chased.” In other words, under this cost system none of the mate- 
rial and supplies or finished stock used on any order is charged 
direct to it, but is charged to either one of the above mentioned 
accounts, the charges for the individual jobs concerned being ob- 
tained from the requisitions as issued. The general ledger accounts 
are posted from the summary of requisitions which is prepared at 
the end of the accounting period. 

A brief statement of the method of handling payrolls, which is 
the same for all departments, may be inserted here. As previously 
pointed out, the time of each man is reported daily on a time ticket. 
These daily time tickets, after being posted on the job cost sheets, 
are immediately posted to an “Individual Weekly Pay-Roll and Time 
Distribution Report,” of which there is a separate sheet kept on 
each man’s time by each of the departments. This distribution form 
classifies the labor as between direct and indirect labor and other 
accounts, chargeable, and also serves as a summary of the total 
time earned, less any advances or deductions. This sheet also 
makes. provision (see page 20), for forwarding the “total time 
earned last month.” This space is only used in cases where the 
week is split by the end of the monthly period, so that this account 
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represents merely the time falling in the current week which, in 
order to close out the month, was previously reported and set up 
as accrued. 

It may be noted that should a man be temporarily transferred to 
another department, his time, while in that department, will be 
reported on the daily time ticket used in that department. When 
this daily time ticket is received in the office a new “Individual 
Weekly Pay-Roll and Time Distribution Report” is posted for the 
total work performed by this man in that department. 

At the end of the weekly period, the individual sheets are num- 
bered consecutively starting with Number 1 each month. They are 
then posted to the “Pay Roll Summary and Distribution,” (see 
page 19), each department’s time being kept separate. The sum- 
mary sheet is next posted to the proper departmental general 
ledger accounts and accrued pay rolls are credited with the total 
of the “Balance Due” column. 

It is desirable to mention that a different form of summary 
sheet is required for posting the time earned by the general office 
employees, it being necessary to change the headings of the sheet 
to conform to the account names to which these salaries are 
chargeable. 

The “Pay-Roll and Check Register,” (see illustration), is writ- 
ten up for each pay roll paying week, and in which—if a man has 
worked in several departments—the “balance” due him from his 
several individual weekly pay roll sheets are grouped together and 
the sum of the amounts extended. The checks are then drawn 
for the sum of which the bank is credited in the cash and journal 
book and accrued pay rolls are debited. 

We will now turn to the important subject of the application of 
overhead. To apply the operating overhead it is necessary to as- 
certain the percentage or ratio that this indirect expense bears to 
the direct expense by departments. For instance, by analysis we 
find that the foundry direct expense amounts to $1,500.00 for a 
period, and, also by analysis, we find that the indirect expense such 
as shaking out the molds, maintaining the foundry equipment, and 
all such like expenses for the same period also amounts to $1,500.00. 
Therefore, in order to distribute this indirect expense over the jobs 
handled through the foundry we must add 100% of the amount of 
the total direct charges to each job. This process of applying the 
percentages must be carried out for each department in the same 
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manner. By applying this form of analysis for several months 
prior to the inauguration of the cost system, certain percentages 
were arrived at for the operating overhead of each of the depart- 
ments, as follows: 


90% 


Structural Steel or Plate Shop .... 75% 


It should be observed here that the form used in the cost system 
for summarizing the total cost of each job has provided for the 
application of this percentage. 

In applying the general administrative overhead percentage, the 
following group of expense accounts must be taken into con- 
sideration : 


Deductions from Gross Sales 
Administrative Fixed and General Expense 
Stores and Shipping Department Expense 
Selling Expense 

To ascertain the percentage to be added in the cost system for 
administrative overhead we must arrive at a percentage that is 
based on the ratio of the total of these expense accounts to the 
total of the direct charges plus the indirect operating overhead 
of each department. In computing this ratio all departments must 
be taken collectively. In other words, let us assume that in the 
foundry department the total of the direct plus the total indirect 
expense applied by using the percentage obtained by the method 
described above for ascertaining the operating overhead, is $3,000.00 ; 
now, adding to this sum the totals from the remaining depart- 
ments we arrive at the’ total direct and indirect expense of the 
entire plant for the period under consideration, which total, let 
us say, is $20,000.00. Then, if we assume that the total of the ad- 
ministrative overhead amounts to $10,000.00, the ratio of this class 
of overhead to the above total of $20,000.00 is 50%. 

From the above we have arrived at both the operating and the 
general administrative overhead percentages which must be added 
to the direct cost of each job as ascertained through the cost system 
to obtain the total cost. It is now necessary that a predetermined 
percentage be added to the total cost of each job as a profit, to 
obtain an estimated selling price or billing cost of each order. 
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This percentage is obtained by applying a rate to all jobs that, in 
the aggregate, will give a total sum equal to the amount which 
the Company hopes to earn on its invested capital. In other words, 
taking the total cost of manufacturing for the preceding year, i. 
e., the direct charges plus the operating and general administrative 
and fixed overhead, we arrive at an amount of $110,000.00. From 
a study of the Company’s books and operations for the same year, 
we find that they had a net worth of $137,500.00. Now, assuming 
that this company should reasonably expect a 16% return on the 
capital invested in the business, it is apparent that they should 
have earned a net profit of $22,000.00. The ratio that this $22,000.00 
bears to the cost of manufacturing for the same period, i. e., $110,- 
000.00, is 20%. Applying this rate to the total: direct and in- 
direct charges to each order will give the final selling price or bill- 
ing cost to be striven for. 

The method of applying the overheads under this system is be- 
lieved to be unique, practical, and more satisfactory under actual 
operating conditions than any of the usual methods used. 

Some special discussion of depreciation may be of interest. De- 
preciation is one of the items which is chargeable to the cost of 
producing the goods manufactured and sold. It is an indirect 
expense, chargeable to each department on the basis of a rate or 
percentage arrived at by estimating the decline in value of the 
plant and equipment of that department for each year through its 
use and the passage of time. 

In the company under discussion it was found that the buildings 
depreciated in value on an average at the rate of 5% per year. 
The equipment or machinery was found to depreciate at the rate 
of 8.4% per year, while the automobiles and trucks were found to 
be serviceable for four years, and were therefore depreciated at a 
yearly rate of 25%. By applying these rates to the original cost 
of the various depreciable assets in use by each department, the 
yearly amount of depreciation to be charged as an indirect expense 
is obtained. 

At the time of installing the cost and general accounting system 
it was found desirable to have an appraisal made of the entire 
plant. This appraisal was made because the book value of the 
assets was undoubtedly greatly below the actual value. Upon the 
completion of this appraisal the amount in excess of the book value 
was set up-as an “appreciation by appraisal;” and, clearly, it is 
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necessary that yearly charges be made for depreciation on this ap- 
praisal excess. This is done by applying the same rates to the 
appreciation over net book value as those used on the original cost. 
Of course, in figuring the yearly decline in value of depreciable 
assets at various plants the above quoted rates cannot be used for 
all, as conditions vary to a large extent in different companies. In 
fact, it is always necessary that a particular study be made of all 
depreciable assets and the conditions under which they are being 
used, in order to ascertain depreciation rates applicable to the par- 
ticular plant under consideration. 

It must be borne in mind that the depreciation charges based on 
commercial appreciation are not deductible as a business expense 
in computing the Federal income tax liability. 

The reader is referred to the illustrative “Equipment and Depre- 
ciation Record” (next page) for information as to the way in which 
this depreciation is recorded. The form is self-explanatory. 


STATEMENTS 


The following is an outline of the balance sheet and profit and 
loss statement made up at the end of each month. All figures are 
fictitious. 

Assets 
Current: 
Cash: 
In Bank 
Pay Roll Account 
Certificates of Deposit 
Petty Cash Fund 
Total Cash 
Accounts Receivable: 
Customers 
Sundry 
Total Accounts Receivable .... 
Inventories : 
Material and Supply Stocks 
Finished Stock 
Work in Process 
Total Inventories 
Investments : 
Liberty Bonds 
Insurance Deposits 
Land, Webster, Texas 


Total Investments 


7,675.00 
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Total Current Assets 
Fixed : 
Land, Plant Site 
Buildings 
Equipment 


Total Fixed Assets .......... 
Prepaid Accounts: 
Fire Insurance 
Other Insurance 


Total Prepaid Accounts 
Appreciations: 
Land, Plant Site 
Buildings 
Equipment 


Total Appreciations 


Total Assets 
Liabilities 

Current: 

Accounts Payable 

Federal Income Tax Balance 

Accrued Pay Roll 

Accrued Liability Insurance 

Accrued Interest 

Total Current Liabilities 

Reserve for Depreciation : 

Buildings 

Equipment 


Reserve for Depreciation (Appreciation) : 
Buildings 
Equipment 


Total Reserve for Depreciation .... 
Net Worth: 
Capital Stock 
Earned Surplus: 
Balance—July 1, 1925 
Additions: 
Net Profit for July, 1925 


Balance—July 31, 1925 
Surplus from Appreciation 


27 


$ 69,475.00 


126,000.00 


$274,975.00 


= 
ree $ 20,000.00 
17,000.00 
42,000.00 
79,000.00 
$ 300.00 
200.00 
500.00 
$ 41,000.00 
25,000.00 
60,000.00 
$ 4,500.00 
700.00 
1,200.00 
200.00 
300.00 
$ 6,900.00 
10,000.00 
17,000.00 $ 27,000.00 
.$ 800.00 
.. 2,700.00 3,500.00 
30,500.00 
$ 55,000.00 
......$46,100.00 
10,475.00 
$ 56,575.00 
126,000.00 
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Total Net Worth 237,575.00 


Total Liabilities and Net Worth $274,975.00 
Income, Profit and Loss Statement, Month of July, 1925 


Income Accounts: 
Sales: 
Job Orders Billed ... 


Deductions from Sales: 
Allowances 


Other Income: 
Shop Orders Billed 
Production Orders Billed 
Foundry Cupola Expense .................. 
Discounts Taken ........... 
Interest Earned .............. . $ 2,670.00 


Total Gross Income $18,575.00 
Costs and Expenses: 


Operating Costs (Sched. Attached) $10,000.00 
Sundry Labor .................. 


Total Costs $10,100.00 
Overhead Expenses ..... 3,000.00 


Total Costs and Expenses 13,100.00 


Net Operating Profit $15,475,00 
Less: 
Other Debits to Income: 
Dividends 
Interest Paid cy . 5,000.00 


Net Profit for July, 1925 $10,475.00 


In conclusion it should be emphasized that the method of apply- 
ing the overhead per cents, operating and general administrative 
and fixed, used here may not be especially suited to certain other 
lines of endeavor. In any case, in determining a method of over- 
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SCHEDULE OF OPERATING COSTS, MONTH OF JULY, 1925 


FOUNDRY MACHINE PATTERN’ PLATE and Mand S 
SHOP SHOP S.S. SHOP Consumed & Sold 


Direct Expenses: 
Labor—Shop F $500.00 $150.00 $ 600.00 
Labor—Outside 500.00 J 
Material R $4,450.00 5,250.00 


Total Direct Expenses 300. $500.00 $150.00 $1,100.00 $4,450.00 $ 8,000.00 

Indirect Expenses: 

Depreciation—Cost k $120.00 $ 20.00 $ 100.00 

Depreciation—Appreciation F 130.00 30.00 140.00 

Foremen’s Salary 

Defective Costings 

Electric Power and Light 10.00 

Insurance—Other 10.00 

Labor 40.00 

Laboratory 

Miscellaneous 25.00 

Patterns 

Repairs ......... 10.00 45.00 

Tools and Supplies 200.00 25.00 4.00 


Total Indirect Expenses $3,120.00 $405.00 $ 73.00 $ 402.00 


Total Direct and Indirect Expenses $4,920.00 $905.00 $223.00 $1,502.00 $4,450.00 $12,000.00 
Less: 
Uncompleted Orders. .............0.............. 1,400.00 110.00 320.00 2,000.00 
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Total Completed Orders. 83,520.00 $113.00 $1,182.00 $4,450.00 $10,000.00 
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that the most thorough study be made of the conditions, external 
and internal, under which the particular company is operating; 
furthermore, careful consideration must also be given to the nature 
of the finished product that is turned out by the company for whom 
the system is being designed. Again, the number and complexity 
of the operations involved in making the finished article will largely 
tend to increase or decrease the difficulty of accurately apportion- 
ing the various classes of overhead incurred. 

A scientific cost system, properly applied, is the only true and 
safe basis from which a foundry or any other concern can predicate 
trade prices and quotations that will result in bringing a goodly 
volume of business through which a reasonable profit may be 
realized. However, it must be borne in mind that no cost system, 
no matter how well it is designed, can directly reduce manufactur- 
ing costs or bring in additional business; it cannot earn profits 
by itself. It is necessary that the cost system not only be installed, 
but that it function smoothly and efficiently; furthermore, it must 
at all times be properly maintained, and interpreted, and every 
effort made to eliminate any undesirable operating conditions or 


excessive costs. A cost system is only a means to an end; albeit, 
it is a good one if designed to fit the business that it is intended 
to serve, and correctly used. 


CHEAPER DEPRECIATION 
By H. F. Taccart, University of Michigan 


In spite of all that has been written in recent years with regard 
to depreciation, confusion still persists. A fairly recent article* 
attempts to prove that owners of buildings are cheating themselves 
by charging depreciation at too high rates. Rates of two to five 
per cent, varying according to the type of construction and other 
conditions, are too high, the writer argues, not because buildings 
of these types last, on the average, longer than the corresponding 
number of years, but, forsooth, because an annuity of the amount 
of the annual charges produced by using these rates will, when 
properly invested, amount to a greater sum than the cost of the 
building by the end of the given length of life. For example, a 
$50,000 building whose estimated life is fifty years will give rise 
each year to a charge to depreciation of $1,000 on the straight-line 
method. An annuity of this amount invested at 5% will amoun:é to 
no less than $209,348 in the same length of time. The annuity re- 
quired to accumulate $50,000 under these conditions is only $238.89. 
“If the annual depreciation charge is set aside,” says the writer, 
“invested in interest-bearing deposits ....and the interest is annual- 
ly reinvested, the investment is recovered within a much shorter 
period. The proper annual charge for depreciation ....is dependent 
first, upon a proper estimate of the probable life of the building, 
and, second, on the rate of investment and reinvestment. Consid- 
ered in the light of these conclusions,” he declares, “high-class 
buildings will show a far greater return than owners themselves 
realize.” 

This is good propaganda for people who want to sell buildings 
for investment purposes. The author should have gone on to show 
what could be done with the $761.11 saved every year. This would 
be a neat addition to expendable income or, if it were also in- 
vested at 5%, there would be, at the end of the fifty-year period, 
the sum of $159,348, in addition to the $50,000 replacement fund. 
This should have been discovered long ago. 

Ignoring the extreme difficulty cf investing a literal “depreci- 
ation charge” at 5% or any other rate, we may give the most liberal 


*J. A. Zangerle, in the “National Real Estate Journal,” October 20, 1924. 
“What is the Proper Annual Charge for Depreciation and Obsolescence?” 
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interpretation to the above argument. At first sight the writer 
appears to have in mind the accumulation of a sinking fund cal- 
culated to amount to the depreciable value of the building at the 
end of its estimated life. This may be assumed from the mention 
of investment and rates. That such a fund alone would have no 
effect upon income is obvious, however, since its creation involves, 
in the accounts, merely a debit to sinking fund, an asset account, 
and a credit to cash. It must be, then, that the writer is referring 
to the orthodox charge to depreciation and credit to depreciation 
allowance or reserve, since his primary contention relates to the 
effect of the improved method upon income. The argument is that 
the allowance for depreciation, in the case cited, can be built up 
with the burden upon earnings decreased by more than 75%. 

On its face the proposition looks attractive. A method which 
will lead to a desired result at one-fourth the cost which was con- 
templated certainly should be adopted. And when it involves little 
more than a juggling of debits and credits, the attractiveness in- 
creases greatly. Ordinary measures of economy mean more careful 
management, increased efficiency, or something, at any rate, which 
requires effort. This, however, is so easy that no one could fail 
to be impressed. 

Closer inspection and longer cogitation give rise to some doubts. 
One is reminded of the impossibility of raising oneself by the boot- 
straps, or of having one’s cake and eating it at the same time. That 
a $50,000 reduction in value can be recognized with an expense of 
less than $12,000 is a little difficult to believe, offhand. 

In order to make a closer inspection of the facts, it is necessary 
to add details to the hypothetical case. Suppose that X, at the age 
of twenty-one, receives a legacy of $50,000 which he invests in a 
new apartment house. Suppose, further, for the sake of simplicity, 
that this constitutes his sole asset, that its probable life is fifty 
years, that it will have no scrap value at the end of that time. Sup- 
pose that rentals will average $25,000 per year, and that taxes, in- 
surance, and other operating charges will take $20,000 of this 
amount. X wishes to live up to the limit of his income, only leav- 
ing his $50,000 investment intact. In order not to encroach upon 
this he must recognize the fact that the building loses its entire 
value in the course of its life. He can spend, in the fifty years, only 
$200,000, or an average of $4,000 per year, assuming that he has 
no other income. If he decides that it is reasonable to deduct 
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$1,000 each year from the $5,000 margin, he will be recognizing de- 
preciation on the straight-line basis. 
His balance sheet at the beginning of the first year will be simply 
this: 
Assets Equities 
Apartment House $50,000 X, Capital $50,000 


At the end of the first year, with net income all spent and expenses 
all paid, the balance sheet will appear thus: 


Assets Equities 
Apartment House $49,000 X, Capital $50,000 
Cash 1,000 


The cash is the amount saved to keep his investment intact. The 
question arises as to what to do with it. It could be buried in the 
ground or put into a safety deposit vault, where it would lie idly 
awaiting the end of the fifty-year period. On the other hand it 
could be placed in a savings account or invested in securities, 
where it would earn interest. X, if he is wise, will choose the lat- 
ter course. Suppose he invests the money where it will earn 5% 
per annum. The second year the $1,000 will add $50 to X’s income. 
There is no need of saving this extra earning, since the preservation 
of his investment is fully cared for if the annual thousand is safely 
kept. Therefore his expendable income is increased $50. The next 
year the addition is $100; the next, $150, and so on. During the 
course of the fifty years X is enabled to spend a total of $61,250 
from this source. 

Now suppose that he has read the article above quoted and de- 
cides that instead of setting aside $1,000 each year he will make 
the amount only $238.89. This enables him to spend from the in- 
come of the house a total of $238,055.50, instead of only $200,000 
as before. He cannot, however, use any of the income from his sink- 


ing fund, since all this is needed to build up the fund to $50,000 . 


at the proper time. The net (fossJof expendable income due to 


1240 


tre 


following the advice of the artitTé is $23,994.50. This bears little), /-- 


resemblance to the beneficent results claimed for the improved 
method. 

In both cases there are two sources of income, the house and the 
sinking fund. The latter is larger by the first method than by the 
second, and hence yields a larger income. The amount of deprecia- 
tion recognized and provided for remains the same. The difference 


| 
| 
| 
{ 


34 The Accounting Review 


is that by the first method the income from the house is charged 
with the full depreciation, which is the logical procedure, whereas 
under the second plan the supplementary income is called upon to 
make up the deficiency in the provision from the rentals. The 
«point to be made is that X’s expendable income is reduced just as 
much by the necessity of caring for depreciation in the one case 
as in the other. The second method has created the illusion of 
greater income through the fact that by it the net income from the 
house is made to appear to be $4,761.11 per year instead of only 
$4,000. 

To X the importance of the above lesson is simply that if he 
wants a greater income the way to get it is to save more from his 
gross earnings and invest in interest-bearing securities. If he is 
willing to live on $2,000 per year for about 12.4 years, he can spend 
$7,500 every year thereafter, with his capital intact. Under this 
plan his total net income during the fifty years would be $306,690. 
To him it matters not how depreciation is met, as long as it is met. 
Indeed, if he had no heirs and no charity to which he wished to 
leave his money, and was sure of going to the scrap heap along 
with the house, he would have no reason to pay any attention to 
depreciation at all.’ Nothing would be lost to him if he lived off 
his capital. Even wishing to preserve his investment, however, 
he might be wise in using up the entire $5,000 during the early 
years, when his enjoyment of life is at its peak, and waiting until 
later to accumulate the fund which is to take the place of the 
building. This he could do in the last twenty years, for instance, 
by contenting himself with $3,487.87 per year. The exact deter- 
mination of theoretically correct net income need not worry him 
at all. He is the sole proprietor. One fiscal year is no more im- 
portant than another. Furthermore, the distinction between 
charges to gross and charges to net income has no meaning in his 
case. It is immaterial whether the replacement fund is provided 
from the rentals or from the interest on his other investments. 
One dollar looks just like another, and will buy as much. No 
technical accounting distinctions, in fine, are of any importance in 
his case. 

The lesson must be applied elsewhere, then, if it is of any further 
use. The typical business enterprise affords a better example for 
getting the full meat out of the argument. Here efficiency of man- 
agement and fairness to stockholders demand an accurate account- 
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ing for income from period to period. Erroneous conclusions drawn 
from faulty income statements may lead to serious consequences. 
Such haphazard methods as are permissible in the case of X cannot 
be tolerated under the conditions of modern business. 

In applying the lesson one distinction must be made which is too 
often neglected. That is the difference between providing for re- 
placement and providing for depreciation. To provide for replace- 
ment is to see to it that when funds are needed for the replace- 
ment of fixed assets they will be available. To provide for deprecia- 
tion is to enter the expense caused by the gradual, irreparable de- 
cline of depreciable property in a proper manner on the books. The 
one does not take care of the other. The charge to expense does 
not make sure that when it is desired to replace the asset there 
will be the means to do so. Nor does the setting aside of a re- 
placement fund, or borrowing, or any other means of providing the 
cash for replacement have any effect on income. The only necessary 
connection between the two is that if fixed assets did not depreciate 
they would not need to be replaced. The truth of this statement is 
borne out by the fact that, while the recognition of depreciation 
is absolutely essential to any rational accounting, it may be un- 
desirable to replace a given asset in kind, or at all. Moreover, the 
recognition of depreciation can be for no more than the cost of the 
asset, while the creation of a replacement fund equal to the cost 
of the asset may not suffice to replace it, on account of a rise in 
prices, or may be too much as the result of a fall. 

In one way the proper recognition of depreciation does assist in 
replacement. It makes it easier to obtain the funds which are 
needed. Just how this comes about may best be discovered by an 
illustration : 


x CO. 
First Balance Sheet, January 1, 1925 
Assets Equities 
Building $ 50,000 Capital Stock $225,000 
Other Assets 175,000 


To simplify this case a number of assumptions are made: 


1. That it is expected that the building will require replacement 
in fifty years, its scrap value at that time merely offsetting removal 
cost. 


2. That the straight-line method of recognizing depreciation is 
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adopted, and that an allowance for depreciation is set up on the 
books. 

3. That other fixed assets than the building are negligible for 
present purposes. 

4. That the enterprise will yield revenues regularly at least 
sufficient to cover all costs, including depreciation. 


5. That all net earnings are to be paid out in dividends. 
Under these conditions the balance sheet at the end of the first 
year of operation will be as follows: 


X CO. 
Balance Sheet, Dec. 31, 1925 
Assets 
Allowance for Depreciation 1,000 
Equities 
$225,000 


It is apparent that the recognition of depreciation has effected an 
increase in other assets of an equal amount. The increased value 
of other assets has taken the place of the lost value of the build- 
ing. The recognition of depreciation has resulted in the reserving 
of assets through the fact that the charge to expense has decreased 
the net income for that period, and hence the amount paid out in 
dividends. 

Now the management of the enterprise has to decide what to do 
with the saved assets. Here, however, as in the case of X, it must 
be stressed that the decision with regard to the use to be made of 
these assets has no effect upon the total amount that must be re 
tained during the life of the building. The $1,000 is probably avail- 
able, for a time, at least, in the form of quick assets. As to their 
disposition one of three courses may be chosen. The amount may 
be paid to the stockholders as a liquidating dividend. It may, in 
whole or in part, be put into a fund for the replacement of the 
building. It may be turned into the ordinary channels of business 
and used for whatever purposes are expedient. 

The decision is a matter of replacement policy. The payment of 
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liquidating dividends would be justified only if the enterprise were 
terminable with the life of the building. It goes without saying 
that the third choice is the one usually made. If it is not made 
consciously it is made unconsciously by a failure to make any 
other. Ordinarily no special sinking fund will be set up. The 
assets retained in the business assist in the replacement of the 
building only in an indirect fashion. They do not furnish assur- 
ance that specific funds will be available when the need arises. The 
cash needed when the new building is to be put up may come from 
one of three sources. The sinking fund, accumulated from the as- 
sets reserved through charges to depreciation, is one. Borrowing 
is another, and new investment by the stockholders is the third. 
The mere retention of the assets in the business assists in replace- 
ment by helping to insure that the business will be in such condi- 
tion that one of the last two expedients can be resorted to. 

An explanation of the comparatively infrequent use of the formal 
replacement fund is not far to seek. The reason lies in the much 
smaller earnings of funds tied up in this manner than when put 
into use in the business in general. In the case at hand, for in- 
stance, $238.89 would have to be placed in the fund each year, at 
5%, to have the required $50,000 at the proper time. During the 
fifty years the accumulated interest on the fund amounts to $38,- 
055.50. If the same funds were merely left in the business and all 
earnings paid out annually they would have to make more than 
13% in order to earn as much over the whole period, since the 
benefit of compounding is lost. If the earnings were kept in the 
business and thus compounded, a very small extra earning power 
would soon yield large results. Even 6% would result in total 
increased earnings of $19,358.34 in the fifty years. It must be kept 
in mind, however, that the stockholders have to wait fifty years to 
get the full benefit of the earnings on the replacement fund. Div- 
idends received every year are worth more than much larger ag- 
gregate sums which must be waited for over a considerable period 
of time. If the stockholders want the benefit of compound interest 
they can get it themselves after the dividends have been received, 
with much less risk. Presumably they have put their money into 
the business with the idea of getting therefrom a greater return 
than sinking-fund earnings, and it is a real misuse of their money 
to treat it in this way. The sinking fund is justified only when 
borrowing or new investment cannot be depended upon. 
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It has been asumed that the assets for the replacement fund must 
come from those which have been saved through the depreciation 
charge. Another source is net earnings retained in the business. 
The building up of general surplus or of a special reserve for re- 
placement fund would serve the purpose. This case presents no 
particular differences or difficulties. The wisdom of retaining net 
earnings for this special purpose might be called into question un- 
less there were some good reasons for deciding against dependence 
upon borrowing or new investment. Sinking fund earnings can be 
made by the stockholders with their dividends as well as by the 
corporation with the saved earnings. If it is worth while to retain 
net earnings at all, it is ordinarily because in the business they will 
earn more than a safe interest return. 


The depreciation policy has thus far been taken for granted. 
The straight-line method has been assumed. It must be noted, first, 
that this method is not incompatible with any method of obtain- 
ing replacement funds. Neither the accumulation of a formal fund, 
nor borrowing, nor new investment is hindered by the choice of this 
method of writing off the value of the building. The choice of a 


particular method of financing replacement need have no effect on 
the choice of a method of recognizing depreciation. Two other 
problems, however, must be discussed before the straight-line 
method can logically be accepted. 


Is depreciation properly chargeable to gross or to net revenue? 
There is now such complete unanimity of authorities on this point 
that it seems hardly necessary to argue for it. That depreciation is 
just as much a cost of product as labor and materials is so well 
established that it is no longer in dispute. The straight-line method 
results in complete charging to gross revenue. The so-called “sink- 
ing-fund” and “annuity” methods, on the other hand, are apt to 
result in the charging of large amounts of depreciation to net in- 
come, unless they are properly handled. The sinking-fund method, 
too, is apt to result in actual concealment of earnings, unless proper 
care is taken. The entries at the end of the first year, under the 
sinking-fund method, would be as follows: 


Depreciation 
Allowance for Depreciation $238.89 
Replacement Fund 


| 


Cheaper Depreciation 39 


At the end of the second year 5% has accumulated on the fund, and 
the entries might be as follows: 


Depreciation 

Allowance for Depreciation 
Replacement Fund 

Cash 
Replacement Fund 

Allowance for Depreciation 


The notion back of the last entry is that the allowance increases 
as a result of the interest earned on the fund. It results in two 
errors. Gross revenue is not charged with a sufficient amount, and 
the net earning of interest on the fund is concealed. The use of 
entries such as these is undoubtedly what has led some persons, 
notably the writer of the article referred to early in this paper, 
to prefer the sinking-fund method as a cheaper means of taking 
care of depreciation. The charges to gross revenue are less than 
one-fourth as much as by the straight-line method, and the rest 
of the accumulation appears to be costless, through the conceal- 
ment of earnings. 

A variation which eliminates the concealment is as follows: 

Depreciation 


Allowance for Depreciation 
Replacement Fund 


Interest Earned 
Net Revenue 
Allowance for Depreciation 
The last debit would be made, of course, to whatever summary ac- 
count the interest earned is closed into, the idea again being that 
this item is responsible for the increase in the valuation account. 
Although this method does not actually conceal the earnings, it is 
likely to have the same effect since operating expense is shown much 
smaller than by the straight-line method and the net revenue trans- 
action is apt to be lost sight of. The deficiency in the charge to 
gross revenue is here as great, of course, as in the former case. 
The proper entries are as follows: 
Depreciation 


Allowance for Depreciation 
Replacement Fund 
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These entries neither conceal earnings nor charge depreciation to 
net revenue. However, the small charges to revenue during the 
early years are apt to be misleading. 

The annuity method differs from the sinking-fund method only in 
that no specific fund is set aside. The reserved assets are allowed 
to circulate in the ordinary channels of business. The assumption 
is made that here they will earn at least as much as they would 
earn in a replacement fund. The entries at the end of the first 
year would be simply: 


Depreciation 
Allowance for Depreciation 


At the end of the second year the assets reserved have earned at 
least 5%, and the allowance is given the benefit thus: 


Depreciation 
Net Revenue 
Allowance for Depreciation 


The additional charge may be considered as a sort of non-operating 
item like the accumulation of discount on bonds and handled ac- 
cordingly. The objection is obvious. Gross revenue must stand 


the whole cost of the declining value of the building, and the entry 
should be this: 


Depreciation 
Allowance for Depreciation 


The final question with regard to depreciation is how the charges 
are to be distributed from year to year. It has been shown that 
they cannot actually be diminished by any prestidigitation, al- 
though they can be made to appear smaller by the methods shown. 
The fact is, simply, that $50,900 must be charged to operation over 
the life of the building. On what basis can this sum be divided 
into its yearly fractions? 

There are a number of methods other than those mentioned in 
the previous discussion, of which the most sensible are those which 
make provision on the basis of some relation of the asset to units 
of physical product. Such methods have very limited application to 
buildings, however, and the discussion may reasonably be limited 
here to a comparison of the straight-line method and those which 
make use of the compound interest principle. 

The argument for these latter methods is most appealing. One 
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sample has been given. Why reserve a thousand dollars a year 
when less than a quarter of that amount will do the business? A 
$1,000 charge to expense deprives the stockholders of a considerable 
amount of dividends that they properly have coming to them. Make 
the interest do the work. ... If the methods are carried out by 
proper entries on the books, such arguments quickly lose their 
force. It is easily seen that, although the early charges to expense 
may be less, the total charges will be just the same. Improper 
booking tends to conceal this fact and leads to false conclusions. 
Moreover, all arguments for these methods are extremely likely to 
depend on the confusion between replacement and depreciation. 
Once this difficulty is cleared away, such methods for recognizing 
depreciation lose much of their attractiveness. 

The real, fundamental issue is this. When does the expense 
actually take place? A cardinal principle of accounting is that 
expenses must be recorded not only in their correct amounts but 
also in their proper relationship to the fiscal period. Each period 
must stand on its own feet. Hence, if it can be determined when 
depreciation takes place, the question is settled. 

There are those who admit that they know when depreciation 
takes place and when it ought to be booked. Not all such persons 
agree. Some point to the great decrease in market value which 
occurs in the early years of usage, and argue that the asset ought 
to be written off rapidly at first and more slowly later. Others 
call attention to the fact that physical condition grows worse more 
rapidly as the asset gets older. They cite the increasing necessity 
for repairs as time goes on, as cempared to the slight need of such 
charges at first. Depreciation, for this reason, should be small at 
first, gradually increasing until the later years bear the heaviest 
charges. 

To the first group it may be pointed out that depreciation, as 
the accountant views it, is not a market phenomenon. For the most 
part, and especially in the case of fixed assets, the accountant is 
not particuarly interested in market values. He is concerned with 
costs. If market values were guiding, balance sheets would have a 
very different appearance, and the profit and loss statement would 
be quite untrustworthy and impossible of interpretation. The 
problem of depreciation is solely that of how the cost of fixed assets 
is to be distributed over product, or, if you please, over gross 
revenue. There’ is no intention of disposing of the asset, and 
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market considerations have no bearing on the question. 

To the second group the answer is perhaps a little more difficult. 
One might go at it this way. It is not expedient to burden the de- 
clining years of a fixed asset with heavier depreciation charges than 
the early years, since the repair charges are also heavier, and the 
double load would take away all profit from their use. As a mat- 
ter of fact what should be done is just the opposite, namely, to 
charge depreciation heavily during the early years and get a large 
part of it out of the way before the heavy repair charges begin to 
make themselves felt. Thus the total cost of using the asset, con- 
sisting of repairs plus depreciation, will be more smoothly and 
equitably spread out over its life. 

This argument is even more pernicious than the one it seeks to 
destroy. That is at least an honest attempt to ascertain and record 
the truth, while this gives no heed to that vital matter at all. It 
is not the function of accounting to smooth out costs or revenues, 
but to show them as they are. Mere expediency is a false and mis- 
leading standard. Indeed, if mere expediency is to be the criterion, 
it may be very well to load on all the charges possible in the later 
years in order to impress the management with the unwisdom of re- 
taining the ancient assets in use. Real fidelity to the interests of 
the stockholders might suggest some such emphasis upon the un- 
economical use of outworn equipment. 

A far better answer has to do with the nature of depreciation. 
The decline in value of fixed assets is due both to physical and to 
economic causes. Such causes as are economic give rise to part of 
the depreciation. Such as are physical result in what may be 
called deterioration. This is of two kinds. A part is made good 
by repairs; the rest leads to the scrap heap. The latter kind is also 
depreciation. Thus depreciation is a compound of a special kind 
of physical deterioration and of a value decrease due to economic 
causes. There is no obvious reason to suppose that the deteriora- 
tion which leads to abandonment is particularly different from 
that which is made good by repairs or occurs at any different time. 
It is wrong, however, to assume that reparable deterioration takes 
place just at the time the repairs are made. It has taken place 
before the repairs are made, and starts in at the same time with 
depreciation. Kepairs are properly a charge to the periods when 
the actual wearing out takes place, and not to the periods when 
it becomes necessary to make the expenditures. On account of the 
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extreme difficulty of assigning them to the proper periods, however, 
and on account of the comparatively small cost and the frequency 
of individual repairs, so that the cost is “ironed out” over any con- 
siderable period, it has become customary to charge ordinary re- 
pairs to the revenues of the periods when they are made. This 
throws them forward, and makes the latter years of use of such 
assets appear much more costly than they really are. It is much 
easier to believe that the causes of depreciation are working pretty 
steadily all during the life of the asset than that they lie dormant 
at first and, finally, gathering strength, pounce upon the hapless 
objects of their ungentle ministrations and lay them low. Certainly 
there is no reason to suppose that they gain strength in the ratio 
in which a sinking fund increases at compound interest, which 
must be the assumption of the exponents of the compound interest 
methods. But even if this were conceded, it would be asking too 
much to insist that the action of wind and weather, the approach 
of obsolescence and inadequacy, and the disintegrating effects of 
use and motion, were retarded or accelerated by the varying op- 
portunities of safe investment, or the various notions of what 
constitutes a reasonable rate of interest return. 

One more comparison may be made between the sinking-fund 
method and the straight-line method with no sinking fund pro- 
vision. This is along the line of the lesson learned by X, in the 
early part of this paper. It has no real bearing on the merits 
of the case, yet might appeal to some persons with more force than 
more valid arguments. The real question is with regard to what 
method, all things considered, really does the job of recognizing 
the expense of depreciation in the most logical and defensible 
fashion. This comparison, though unfavorable to the sinking-fund 
method, does not touch on this vital point. It has to do with the 
indirect effects on the concern’s income which may be expected 
from the choice of one or the other of these methods. As already 
noted in a number of places, the income on the fund amounts, in 
total, to $38,055.50. This is all that could be obtained under the 
sinking-fund method from the assets retained as a result of the 
expense charges for depreciation, since they are all, by hypothesis, 
placed in the fund where they earn 5%, compounded annually. The 
straight-line method saves $1,000 of general assets each year from 
being paid out in dividends. How much these will earn depends 
on the prosperity of the business. Suppose the concern to be earn- 
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ing on its total assets the moderate rate of 6%. The $1,000 saved 
the first year will earn $60 the second. During the third year 
$2,000 will earn $120, and so on. In the full period the earnings 
of these funds will be $73,500. The enterprise, by using the sink- 
ing-fund method, would lose $35,444.50. 

The straight-line method has these things to be said for it. It 
is simplicity itself, compared to any other method. It makes use 
of a theory of the accumulation of depreciation which is at least 
as recognizable as any other. It burdens gross revenues with the 
proper amount, in the long run. It avoids the stigma of being in 
any way connected with some particular method of supplying funds 
for replacement, thereby putting the emphasis on depreciation as 
such, where it belongs. 


AUDIT CERTIFICATES AND REPORTS 


By J. Hueuw Jackson, Harvard University 


At the annual meeting of the American Association of University 
Instructors in Accounting in Pittsburgh in 1921, one of the prom- 
inent accountants of the United States read a paper entitled “The 
Need of a Broader Conception of the Work of the Accountant.” 
Early in his discussion this accountant stated that all of his firm’s 
work was built about its annual and periodical audits. He pro- 
ceeded to say that practically all of the work done in constructive 
accounting, public utility accounting, tax work, and industrial en- 
gineering, resulted directly or indirectly from these audits. A 
partner in another accounting firm, which does work of an entirely 
different nature, and the partners of which, presumably, have little 
interest in the auditing aspect of accountancy, recently stated that 
it was a real problem whether or not the auditing work would 
largely supersede the other accounting activities in which the firm 
was more interested. 

These two examples, taken from the experience of firms who are 
not primarily interested in auditing, tend to emphasize the impor- 
tance in the work of almost every accountant of the annual or 
periodic audit. The constructive audit is, and probably will con- 
tinue to be, the most important part of the public accountant’s 
work. But to make auditing most effective and most valuable to 
business it is necessary not only that the auditor complete his 
assignments satisfactorily, but also that he present to his clients 
and to the business world at large the results of his work in a 
most intelligent and forcefrl manner. 

Upon the completion of an audit an auditor will either render 
a report on the audit, or give a certified balance sheet, or fre- 
quently he will do both. In the last case the certified balance sheet 
is probably for presentation to bankers and stockholders, whereas 
the report is usually for the information and guidance of those 
who are actively directing and managing the business. 


Tue Certiriep ACCOUNTS 


When a certified balance sheet only is submitted to a client, it 
will generally include both a balance sheet and related profit and 
loss statement. Occasionally the balance sheet alone is submitted. 
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In either case there will usually be typed across the foot of the 
balance sheet, or on a separate sheet accompanying the balance 
sheet, the certificate of the auditor which should state (a) that he 
has made an examination of the books and accounts of the com- 
pany named in the certificate, (b) that his audit is for a specific 
period or as of a given date, and (c) that he certifies that, in his 
opinion, the balance sheet as presented, though possibly subject to 
certain qualifications, fairly and correctly states the financial posi- 
tion of the business as of the given date. Such a certificate, which 
is commonly known as a “short” certificate, would appear some- 
what as follows: 


We (in the case of a partnership, or “I” in the case of an individual) have 
audited the books and accounts of The Blank Company for the year ended 
December 31, 1925, and we certify that, in our opinion, the balance sheet 
and relative income statement, respectively, fairly set forth the financial posi- 
tion of the company and the results of operations for the year. 


It is also common for the auditor to describe very briefly in his 
certificate the important points in the verification of the various 
assets and liabilities. This latter type of certificate, which must 


also contain all of the elements of the short certificate, which must 
as a “long” or “descriptive” certificate. When a long certificate 
is given, it is usual to present the certificate on a separate sheet, 
the certificate preceding in the bound document the balance sheet 
to which the auditor is certifying. In contrast to the short cer- 
tificate presented above, a typical long certificate would read some- 
what as follows: 


We have examined the books and accounts of The Blank Company for the 
year ended December 31, 1925, and find that the accompanying balance sheet 
as of that date and the relative profit and loss account are correctly prepared 
therefrom. 


During the year only actual additions have been charged to the property 
account, and the provision for depreciation is, in our opinion, fair and 
reasonable. 

The inventories of stocks on hand, certified by responsible officials as to 
quantities, have been valued at cost or market, whichever was lower at 
December 31, 1925. The accounts and notes receivable are, in our opinion, 
good and collectible, and we verified the cash and securities by actual inspec- 
tion or by certificate from the depositaries. Full provision has been made 
for all ascertainable liabilities. The deferred charges represent expenditures 
reasonbly and properly carried forward to the operations of subsequent years. 

We certify that, in our opinion, the accompanying balance sheet is properly 
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drawn up and fairly sets forth the financial position of The Blank Company 
as of December 31, 1925, and the relative profit and loss statement correctly 
states the results of operations for the fiscal year ended at that date. 


It is customary, in the case of many large and nationally known 
organizations, for the auditor to submit only a certified balance 
sheet as the result of his periodic audit. This balance shcet is 
desired primarily for presentation to stockholders; it may also be 
presented to bankers and credit agencies, or may be used for other 
purposes. All statistics and detailed information which the 
auditor might present probably have already been prepared and 
presented by the accounting and statistical staff of the organization 
itself; such a concern desires the auditor therefore to do no more 
than verify and certify its accounts. Furthermore, in the case of 
such organizations, it is unnecessary to comment in detail upon 
the work done during the audit, since the executives are familiar 
with ordinary audit procedure. 

The thing of primary importance, however, is that, whatever 
kind of certificate is given by the auditor as a result of his audit, 
it should contain a definite statement of the work done, and it 
shoud state specifically that the auditor assumes a definite respons- 
ibility in certifying to the financial condition of the business under 
audit. Sometimes it would appear that auditors sign certificates 
which, if read carefully, mean nothing at all, and in which little 
or no responsibility is assumed concerning the financial position 
of the company whose accounts have been audited. 

A few years ago a joint committee was appointed by the Amer- 
ican Institute of Accountants and the Robert Morris Associates 
for the purpose of improving the balance sheets prepared and 
certified by public accountants and presented to banks for purposes 
of obtaining credit. A most important and far-reaching work has 
been accomplished by this committee; bankers have been educated 
to understand more fully the meaning of a certified statement, and 
accountants have been brought to give much greater care to their 
certificates and the definiteness of them. 

As a part of its work this joint committee collected a large 
number of certified statements, and carefully studied the account- 
ants’ certificates, many of which showed that the auditor had really 
done no work of value, and had, in fact, not certified to anything. 
One such certificate read as follows: 


I hereby certify that the above is a true and correct transcript of the Assets 
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and Liabilities appearing on the books of The Blank Company on December 
31, 1920. 


There is no statement in this certificate that the books and ac- 
counts have been audited and no affirmation whatever that the 
statement to which the auditor has attached his signature states 
correctly or otherwise the financial position of the company. This, 
I think most accountants will agree, is net a certificate at all and 
is unworthy of a member of a profession which attempts to safe- 
guard the interests of stockholders and the investing public and 
to render a constructive service to business. 

Another such certificate read as follows: 


We have made a superficial examination of the books of The Blank Com- 
pany at the close of business December 31, 1922, and from the trial balance 
we have prepared the above condensed balance sheet, which, in our opinion, 
exhibits a correct view of the financial condition of the business at the date 
named according to the information and explanations given us and as shown 
by the books. 


The balance sheet to which this certificate was attached was 
presented to a large New York bank as a basis on which the bank 
should extend the business a line of credit; on checking the state- 
ment the bank discovered several very pertinent errors. While it 
may be said that the auditor has safeguarded himself quite care- 
fully in the phraseology of his certificate, one cannot help but feel 
that in dressing up a balance sheet in this way he took money for 
his services which was not earned; he admits that he has made 
little or no audit of the company’s accounts. Certainly he has not 
performed the kind of constructive service which it is the function 
and opportunity of accountancy to give. 

I shall mention only one other certificate; it was attached to 
the balance sheet of a fairly prominent company and read as 
follows: 
We hereby certify that we have audited the books and records of The Blank 
Company and that, in our opinion, based upon the records examined and the 
information obtained by us, the above balance sheet is drawn up so as to 
clearly set forth the financial condition of the company at the close of business 
December 31, 1920. 

It is true that in this certificate the accountant states that he has 
audited the books and records of the company, that he has named 
the date as of which he is certifying to the accounts, and that he 
states also that, subject to qualifications, he believes the statement 
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is constructed “so as to set forth” the financial condition of the 
company. In this case, however, it would appear to the banker 
and to the layman that the qualification, “based upon the records 
examined and information obtained by us” is so equivocal that 
there is no way of telling whether or not any real audit of the 
accounts has been made. 

An auditor should examine the accounts sufficiently to know 
whether or not the statement to which he is certifying fairly states 
the financial position of the business under audit. The reputation 
of the accountant whose name was attached to the above certificate 
would, of course, partly determine what standing the balance sheet 
would have with a banker or credit agency to which it was pre- 
sented. This, however, does not alter the truth that the certificate 
should be so worded that it will leave no serious question in the 
mind of the reader as to what has been done by the accountant; 
furthermore, the reader should feel certain that the accountant 
definitely believes that the balance sheet certified to does rep- 
resent the real condition of the business. 

An interesting incident occurred a few years ago in New York 
during a meeting of the partners of one of the larger firms of 
public accountants. A banker of prominence was iavited to ad- 
dress the partners; in preparation for his talk he carefully selectcd 
twelve balance sheets, all certified, and took these with him. Dur- 
ing the course of his address he read each of the twelve certificates. 
The partners who heard them read were appalled at their content. 
This was specially true of all but one of these certificates; this 
particular certificate several of the partners recognized as having 
been issued by their firm. They maintained that this certificate 
was all right but agreed with the banker that the other eleven cer- 
tificates were very unsatisfactory, and that no firm of accountants 
was justified in signing such certificates. When the banker had 
come to this point, he informed them that all twelve of the cer- 
ticates read had been issued within a reasonably short period of 
time by their firm. 

No comment is necessary, I am sure, as to the effect of this 
incident; but it should tend to impress upon each practitioner the 
need of exceeding care in conducting his audits, and in stating his 
certificates to be attached to balance sheets. One of the hopeful 
things in accountancy at present is the increasing care taken by 
prominent, long-established firms in giving certificates, and in 
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seeing that such certificates are clear in statement and exact in 
meaning. 


Tue Aupit Report 


When a more detailed report is given by the auditor it should be 
limited to essential facts and to those things which it is especially 
desirable to bring to the attention of the clients. No arbitrary 
rule can be stated to determine which things are important, how- 
ever, for their importance is dependent upon conditions which exist 
in each individual business. Good judgment on the part of the 
auditor, therefore, must be exercised to determine what shall be 
reported to the business under audit. The auditor should always 
remember that the primary purpose of a report is to throw light 
on its subject matter. ’ 

As a general rule it may be said that the size of the business and 
the familiarity of its executives with the practices and methods of 
professional accountants will determine somewhat the length of 
the report and the amount of detail to be included in it, as will 
also peculiar conditions or special characteristics of the business 
or of the person or persons who are primarily interested in it. 
Moreover, the audit in the case of a small business will ordinarily 
be more detailed than in the case of a large organization, probably 
because the internal accounting safeguards will not be so well de- 
veloped in the smaller business. 

The auditor should not fail to give his opinion on matters aris- 
ing in connection with his work through fear of incurring respons- 
ibility. It is comparatively easy, in such cases, merely “to pass by 
on the other side,” but, in all cases where the object of the work 
is not confined to the certification of accounts already fully under- 
stood by the client, it may easily be that an expression of expert 
opinion on a single point will be of greater worth to the client than 
all the rest of the audit. 

The audit report is divided into two general sections, namely, 
the text of the report and the appended exhibits or schedules. The 
text or discussion part of the report is further divided into rather 
definite parts, so that the audit report as prepared by every ac- 
counting firm assumes a rather formal style and is prepared in a 
somewhat definite and prescribed form. There are some who main- 
tain that unless each report is new and novel in its method of pre- 
sentation the auditor has fallen into a rut and must expect to be 
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shelved by those who are more progressive than he. It may be 
said, however, that the report prepared upon an audit is just as 
formal and important a document as is the ordinary brief prepared 
by the lawyer. Presumably it would not be maintained that each 
brief should not contain subject matter which is most applicable to 
the matter treated, even though the form be the same. Similarly, 
each audit report must carefully and fully treat the matter under 
consideration, but there is no logical reason why the form of the 
report or the manner of presenting the material should be varied 
from period to period and from assignment to assignment. 

No intelligent auditor, on the other hand, would maintain that 
every report must follow the same form. It may not even follow 
the same general style or the same division into parts; it is usually 
true that variations of this kind will exist in the reports of dif- 
ferent accounting firms. 

In this paper it has been thought best to dicuss the subject 
rather concretely, and so specific examples are given of methods of 
presenting various parts of the audit report. Each of the quota- 
tions given has been taken from some report which seemed to the 
author particularly good as compared with other reports prepared 
by leading accountants. Thus a number of leading firms are rep- 
resented by these examples. There will always be some difference 
of opinion about the exact form or method of presenting such mate- 
rial, but the reader is asked to remember that the material here 
presented is typical of the better practice of leading American 
auditers. For the purpose of this discussion the several sections of 
the report will be considered under the following subdivisions: 


Part I. The Preliminary Statement 
II. The Results from Operations 
III. The Changes in Financial Position 
IV. The Balance Sheet 
Vv. General Comments 


Part I. The Preliminary Statement. The audit report will be 
addressed to the client, that is, to the stockholders, the directors, 
the president of the corporation, or other proper person. The ad- 
dress and salutation will be followed usually by a preliminary 
statement, which will vary somewhat among different instructions 
received from the client. Such a statement, which would probably 
be the very beginning sentence of the report, might read as follows: 
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Pursuant to instructions received and in continuation of previous audits, 
we have made an audit of the books and accounts of The Blank Company 
for the year ended December 31, 19—, and supplementing the certified ac. 
counts already furnished you, we now submit our detailed report thereon. 

This opening statement may be followed by a more or less de- 
tailed statement concerning the scope of the examination; a list of 
the exhibits attached to the report may be given, or any other 
statements may be made which will make the reader visualize 
readily what the auditor has done. Thus, the auditor might re- 
port somewhat as follows: 


The audit comprised an examination of the books and accounts of the fol- 
lowing constituent companies, viz. : 

The Blank Company 
Subsidiary A 
Subsidiary B, ete. 

If the audit were a balance-sheet or limited-test audit the auditor 
might also call attention to this fact; the following statement 
would suffice to do this: 

In line with the procedure adopted in previous audits our examination was 
primarily directed:to the verification of the assets and liabilities as of De- 
cember 31, 19—, and of the profits and income for the year ended that date; 
it will, therefore, be understood that we have not attempted to make a 
detailed check of all cash or other transactions within the period under re- 
view. However, the broader examination necessarily brought to our attention 
a large number of these transactions and we are pleased to report that so 
far as our examination extended the accounts were found in order. 


One prominent auditor recently told the author that he did not 
agree with the other partners in his firm about including such a 
statement in a report—it sounded too much like an attempt to 
avoid or shun responsibility, and he felt it was apt to create an un- 
favorable impression in the mind of his client. It seems important, 
however, that the client should understand just how extensive the 
audit has been; the extent of the work may be commented on at 
the close of the report if the auditor thinks it preferable. But 
because of the growing certainty that legal liability of the auditor 
will soon be fixed by our courts, and because of the uncertainty 
which exists at present in this respect, it is only just that the 
auditor should reasonably protect himself against such misunder- 
standings, or even against legal action because of undetected ir- 
regularities which his limited examination of the accounts could 
not fairly be expected to uncover. 
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The auditor may then proceed to comment upon the larger de- 
velopments or changes of the year. Thus, he might say: 
The more important developments and changes in the organization during 
the year were 
and a statement would be given in as great detail as necessary. 
For example, the list might include: 
a. Acquisition of the capital stock of additional companies 

1. Company’s stock wholly acquired and its accounts thus to be in- 
cluded in the consolidated balance sheet, or, 

2. A majority interest only acquired, e. g., fifty-five per cent, and the 
stock probably to be carried in the balance sheet as an investment 
in affiliated companies. 

The development of new products, with special reference to new 

models and the placing of the same on the market. 

e. Unusual business activity or depression, and similar matters. 


It will be seen, therefore, that the main purpose of the first 
section of the auditor’s report is to give the client a general view 
of what has taken place in the audit and of those larger, more 
important happenings of the fiscal period which should be called 
directly to his attention. The arrangement of a report should be 
such that it is unnecessary for the client to read entirely to the end 
before obtaining information of interest or value; first things 
should be given first, and the details should then follow in their 
proper place in the report. 


Part II. The Results from Operations. The second section of 
the auditor’s report very commonly deals with the results from oper- 
ations of the period. This may consist first of a general statement 
of the net profits of the year, and may then go into as great or 
as little detail as may be desired in presenting the situation to the 
client. Thus, this section of the report might begin: 


The net profits of The Blank Company and subsidiary companies for the 
year ended December 31, 19—, after deducting all expenses of the business, 
including management salaries, provision for depreciation and accruing re- 
newals, taxes, interest on borrowed money, etc., and after (or, “but before”) 
deducting adjustment of inventories to market value and providing for in- 
active and surplus stock, and for losses in investment in affiliated companies, 

, a8 compared with the net profits for the preceding year 


This general statement, to give the client the main facts con- 
cerning the year’s operations, may well be followed by a compar- 
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ative summary which will show for the two most recent years 
the net sales, cost of sales, gross profits, selling and administrative 
expenses, incidental income and expenses, net profits, and disposi- 
tion of net profits; all of these items may further be expressed in 
percentages of the net sales of the respective periods. Columns may 
also be added, if desired, to show the increases or decreases in the 
several items making up the two income statements. 

It may also be interesting, after showing this summary of in- 
come for the two years, to analyze the increase or decrease in the 
year’s profits as compared with those of the previous period; by 
showing the increases in income items plus the decreases in ex- 
pense items offset against the decreases in income plus the in- 
creases in expenses. An analysis of this kind gives the reader a 
better interpretation of the profit change for the year than one 
would at first suppose; it is a type of analysis many reports could 
contain to advantage. 

It is also common, and many times very desirable, to include in 
this section of the report certain statistical and operating data. 
This inclusion should always be made where such data will really 
aid in interpreting and understanding the financial figures pre- 
sented. To illustrate, in the case of a large automobile manufactur- 
ing concern there was shown in this section of the annual report 
four statistical tables. Each of these tables presented figures for 
the current year and for three preceding years, as follows: 


Table I. Number of cars sold, etc. 

(a) Number of cars sold 

1. Closed cars 

2. Open cars 

3. Trucks. 
(b) Average price realized (for each group above). 
(c) Average cost (excluding inventory adjustments). 
(d) Average gross profits (in dollars). 


Table II. Ratios to sales of expenses 


(a) Ratios to sales of selling expenses (including advertising guarantee 
and service, etc.). 
(b) Ratios to sales of general and administrative expenses. 


Table III. Ratios of gross profits to sales 


(a) Cars 
1. Closed cars 
2. Open cars 


3. Trucks. 
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(b) Parts and accessories. 

(ec) Miscellaneous. 

(d) Average (weighted). 

Table IV. Ratios to productive labor of factory overhead expense 


(a) Percentage to productive labor only 
Plant A 
Plant B 
Plant C. 
(b) Percentage to productive labor and labor on internal orders together 
Plant A 
Plant B 
Plant C. 


There are many such interesting and valuable statistics, includ- 
ing ratios and percentages applicable to the business or industry, 
which may be presented to a client by an auditor who pcssesses the 
experience and judgment to visualize which of the results of his 
audit will be most helpful in assisting his client to solve his im- 
mediate problems and to determine the future policies of his 
business. 


Part III. The Changes in Financial Position. A business exec- 


utive can best obtain a clear idea of the results of a year’s business 
by having presented to him the changes in the financial position of 
his business for the period, that is, a statement showing the re- 
sources provided during the year and the disposition which has 
been made of such amounts. Sometimes a very condensed or sum- 
marized balance sheet is also included in this part of the report, 
though more usually this section, when included in the report, is 
reserved for statements setting forth 


(a) The resources from all sources provided during the year and the 
disposition thereof, and, 
(b) Comparative summaries of current assets and current liabilities. 


After the net increases and decreases which have taken place 
during the year in the assets and liabilities as shown by the com- 
parative balance sheet have been determined, resources provided 
and the disposition thereof may be prepared in the following form: 


Resources Provided : 
(a) From the profits of the period; 
(b) From the liquidation of assets 
(1) Current assets 
(2) Other assets; 
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(c) From additional contributions by proprietors, which means, in most 
eases, funds from the sale of additional capital stock ; 

(d) From an increase in liabilities (accounts payable, notes payable, or 
bonded indebtedness), meaning that funds have been provided by 
banks, trade creditors, or purchasers of the company’s bonds. 

Disposition of Resources Provided : 

(a) Additions and extensions to property ; 

(b) Acquisition of the stocks of, or additional advances to, affiliated 
companies ; 

(c) Redemption of bonded indebtedness, and (or) retirement of capital 
stock ; 

(ad) Reduction of bank loans or other current indebtedness ; 

(e) Increases in inventories or in other current assets ;* 

(f) Dividends declared and paid during the year; 

(g) Operating or other losses for the period under review. 


Brief comments may accompany this statement, if it so desired; 
these comments may be either upon the statement as a whole or 
upon the various items which are included in it. If the statement 
is clearly and properly prepared, however, it will be largely or 
wholly self-explanatory. 

When the comparative summary of current assets and current 
liabilities is included in the report, it is usual to consider total 
current assets as 100%. Current liabilities exclusive of bank loans 
are deducted from the assets, the balance representing net current 
assets; to this last total may be added the prepaid items, the result 
being the total net working capital. This figure of net working 
capital is then subdivided to show how much of it, as to both 
amount and percentage, is furnished by bankers, that is, through 
notes payable, and how much is furnished by the stockholders of 
the business. Such comments may be made regarding this sum- 
mary as are considered desirable, though in practice few comments 
are necessary. The summary would appear somewhat as follows: 


*It is rather common to treat current assets and current liabilities in groups. 
Therefore, while certain current assets may decrease and others increase, 
the entire group of current assets will be shown as resources provided, 
in case it has decreased, or as resources disposed of in case it has in- 
creased. Similarly, certain current liabilities may have increased while 
others have decreased, but the current liability group will be shown as 
providing resources if it has increased, or as representing resources dis- 

posed if it has decreased in total. It may be that the inventory item 

is so important that it will be treated separately from the other current 
assets; otherwise the groups of items may generally be considered by 
totals. 
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Comparative Statement of Current Assets and Liabilities 


Dec. 31, 1925 Dec. 31, 1924 Increase or 

Particulars Amount % Amount % Decrease* 
Notes and Accounts Receivable .... 
Miscellaneous Securities .................. 


Total Current Assets ................ 100.0 100.0 
Deduct—Current Liabilities (ex- 

clusive of borrowed money) 

viz. : 

Accounts Payable .................... 

Provision for Federal Taxes 


Net Current Assets. 65.4 61.1 
Add—Prepaid Items ........................ 3.2 3.7 
Total Working Capital ............ 68.6 64.8 


Provided by: 


54.3 51.1 
68.6 64.8 


Part IV. The Balance Sheet. In the discussion of the balance 
sheet it is the general practice to comment upon the items in the 
order in which they appear in the balance sheet. This does not 
mean that an audit report should contain comments on each 
balance-sheet item; this was once a general practice, but has been 
abandoned. This section of the report often begins rather abruptly, 
as, for example: 


Turning now to the consideration of the balance sheet (Exhibit I) we 
have the following comments to offer: 


Property Account, 

A very brief summary of the company’s investment in land, build- 
ings, machinery, tools, dies, and other productive property, of the 
reserve for depreciation, and of the patents, goodwill, and going 
value is often given first in tabular form. This tabulation, often 


*Decreases in red. 
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shown with comparative figures, is then followed by a brief review 
of the larger expenditures of the period. Comments are made upon 
the adequacy of the depreciation reserves, changes in or the make- 
up of the intangible asset accounts, findings regarding appraisal 
valuations and the method by which such values have been re- 
flected, if at all, in the accounts, and similar things of importance 
to those who are interested in the business. The circumstances of 
the case must obviously determine very largely what each report 
shall contain with reference to such items. 

Investments, : 

Comments on investments generally relate to the content of the 
account, perhaps with tables giving comparative figures for two 
or more balance-sheet dates; purchases and sales of the period, ad- 
vances made, and the like are also shown. The methods of verifying 
the existence of the investments, of determining their values, and 
of providing for any special reserves will probably be mentioned; 
other general comments may also be included. 

Inventories, : 

Not infrequently the inventories are summarized by groups; the 
report should definitely set forth their basis of valuation, the date 
when physical inventories were taken, what book adjustments were 
necessary, and what verification was made by the auditor. Reserves 
for market fluctuations, for inter-company profits not realized, for 
losses on purchase commitments, and similar matters should be 
commented upon as necessary. 

In general, it may be said that comments upon the balance sheet 
captions include 


(a) In the case of capital assets, capital liabilities, surplus, and similar 
items, statements relative to the larger changes in the accounts 
during the period (in case of a first audit even showing how the 
account has been built up over a period of years), as well as com- 
ments regarding the current balance-sheet figures and the verifica- 
tion findings as of the balance-sheet date; and, 

(b) In the case of current assets and liabilities comments relating al- 
most wholly to the current balance-sheet values and the verification 

findings. 


It has already been emphasized that only matters of first impor- 
tance should be included, and in all cases considerable care should 


be exercised to avoid making this part of the report stereotyped and 
mechanical. 
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Part V. General Comments. This section of the report may be 
used for special comments, criticisms, or recommendations concern- 
ing the accounting methods in use in the client’s organization, or 
concerning other conditions found to exist which are sufficiently 
important to bring to the attention of the client. As previously 
stated, the auditor should not hesitate to give his opinion on mat- 
ters brought to light by his work; the fear of incurring respons- 
ibility should be no deterrent in this respect. 

Not infrequently this section of the audit report is used as a 
“business-getter ;” it is well recognized by many accounting firms 
as one of the most productive sources of additional business. It 
also often includes a complimentary closing statement, somewhat 
as follows: 


In conclusion we desire to express our appreciation of the courtesies ex- 
tended and the facilities afforded our representatives for the purpose of the 
present examination. 


Eerhibits and Schedules. Practically without exception the bal- 
ance sheet prepared for certification and the income statement for 
the year ended as of the balance sheet date will be appended to 
the audit report. These two statements are usually designated as 
Exhibits, or Schedules, I and II, respectively. 

Many times, in addition to the above two statements, such ex- 
hibits as the following will be included in the auditor’s report to 
his client: 


(a) Comparative balance sheets for a period of years, arranged in 
column form. 

(b) Comparative income statements paralleling the above. 

(c) Statements of manufacturing operations, showing the cost of prod- 
ucts made and of goods sold during the year under review. 

(d) Statements of production (units), ratios of gross profits to sales, 
selling and administrative expenses to sales, etc., provided that 
these are not included in the text of the report. 

(e) Summary of investment in property and plant, including depreci- 
ation reserves, increases in book figures through appraisal, and any 
other matters directly affecting the property values. 


Any of the above and other statements or exhibits which may be 
worthy of inclusion in the auditor’s report may be shown in com- 
parative form, and may be commented upon in the text of the report 
as desired. Only essentials are to be included—“gossip” is never 
tolerated in a report. 
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Tue LANGUAGE OF THE REPORT 


As stated early in this paper, the value of the auditor’s work 
will depend very largely upon his ability to present clearly and 
concisely the results of his audit. In preparing his report he should 
remember that he is addressing hard-headed, practical business 
men, and that his ability will be gauged largely by the clarity and 
brevity with which he lays before his client the facts as found. A 
report is best appreciated if it contains interesting “news.” 


Paragraphs in the report should be neither so long that the 
central idea is difficult to grasp, nor so short that the impression 
of a fragmentary development of the thought is given. Short topic 
sentences, summary sentences, and sentences of transition may be 
used to advantage. Long, rambling, roundabout sentences should 
be avoided. Sentences which are short and simply-framed are the 
easiest to understand, though in determining the length of sentences 
the principle of variety should not be forgotten. There should 
never be any question concerning the grammatical construction of 
the sentences. 


The principle of'simplicity applies to words and phrases as well. 
Heavy, polysyllabic words and cumbersome phrases should give 
way to simple words and idioms wherever possible. Slang and 
colloquialisms are always out of place in a report. Simplicity of 
style never requires the use of an expression which is not in reput- 
able standing. Furthermore, a midway course between a wordy 
style on the one hand and undue brevity on the other will add 
much to the report. The facts should be made clear, but should be 
presented in as few words as possible. 


The tone of the report should be one of friendliness, but should 
show unmistakably that the auditor is interested primarily in 
presenting the exact truth. Sarcasm and flippancy are always to 
be avoided, while dignity and impersonality of tone are to be con- 
tinually sought. These latter qualities can best be secured when 
the accountant expresses himself in his report directly to his client 
and in accordance with the canons of good taste. Clients are in- 
terested in facts and not the embellishments of the facts; these 
facts they must have if they are to correct their managerial sins 
of omission and commission. 

When a report is completed, provided time permits, it is well to 
put it aside for a day or two; then approach it again with a new 
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viewpoint. The auditor should see that the statements and reports 
given the information intended, and present it as well as possible. 
As stated in “The Duties of the Junior Accountant,” “The account- 
ant should appear to the client as an intelligent, educated, trained 
man, honest, dispassionate and disinterested, conservative, able 
to express clearly his opinions, unshakable in his intention to speak 
the truth as he sees it, and not particularly anxious to please any- 
one at the expense of giving prominence to selected facts.” 


MECHANICS OF THE REPORT 


In conclusion it is interesting to observe something of the me- 
chanics of the auditor’s report. Two general methods of binding 
reports are in use, that of binding at the top (similar to the way 
in which legal documents are bound), and that of binding along 
the left-hand margin as the ordinary book is bound. A recent 
examination of more than 130 actual typewritten reports represent- 
ing the work of thirty-eight different firms of public accountants in 
the United States, showed that only one firm makes a regular prac- 
tice of binding both its certified statements and audit reports at 
the top. In this case the paper used is 814 x 1334 inches and the 
report is backed up by a medium weight cover of blue. A second 
firm binds its certified accounts at the top, on paper of approx- 
imately the same size, but in this case the audit reports are bound 
along the left-hand margin. 

In all cases a good grade of medium weight paper should be 
used in order that four or five carbons may be made at one writing 
of the report. The size of the paper used in most reports is ap- 
proximately 10 x 12 inches; this varies from 814 x 12 to 10 x 12% 
inches. Covers of medium weight are used, beiig punched with 
three or four holes along the left-hand margin, stapled with eyelets, 
and usually tied with cord or ribbon. One prominent firm types 
its reports on 10 x 1214 inch paper, whereas its certified statements 
are prepared on 10 x 13% inch paper (or on sheets approximately 
double this size). It is not to be expected that there will ever be 
absolute uniformity in this regard, but it is very interesting to 
observe how nearly the majority of firms approximate uniformity 
in the general method of preparing and binding their reports to 
clients. 

Only ten of the thirty-eight firms whose reports were examined 
prepared their typewritten statements on paper watermarked with 
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the name of the firm; however, it is interesting to observe that of 
the seven firms which are generally considered to be the largest 
and best known in the United States five of them prepared their 
reports on their own watermarked paper. In each of the 130 reports 
examined the name of the accountant appeared on the outside front 
cover of the report, though there was considerable variation regard- 
ing the other information appearing both on the cover and on the 
pages within it. Two of the largest and most prominent firms in 
the United States, for example, not only use no watermarked paper 
but nowhere within the report does the name of the firm appear, 
except at the top of the first page and at the conclusion of the 
report as a signature. On the outside cover appears the name of 
the firm; in one case there also appears the address of the office 
from which the report was issued, as “Chicago, Illinois,” while in 
the other case appear only the words, “Members American Institute 
of Accountants.” These reports are dignified and very pleasing in 
appearance. 

Among other firms the reports vary considerably. Eight firms 
out of the thirty-eight whose reports were examined gave on the 
outside cover of the report the location of all offices; one quite 
prominent firm, for example, lists on the outside cover the twelve or 
fifteen cities in which its offices are located, while on every page 
appears, in a conspicuous way, the name of the firm. Another firm 
has typed in bright red on the back of each sheet the name of the 
firm, together with its address. All told, fifteen out of the thirty- 
eight firms have the firm name appearing on each page of the re- 
port, and on each page of exhibits. That this is an additional safe- 
guard it must be admitted, and when the name is inconspicuous 
(as it is in most cases) it would appear not at all objectionable. 

Three firms, out of the thirty-eight whose reports have been 
examined, print statements of warning against fraudulent use of 
the reports or statements certified. One of these, which appears 
in italics at the bottom of the first page of its reports and certified 
statements, reads as follows: 


Our certificate or report upon an audit or examination is delivered to client 
with the distinct understanding that any advertisement, publication, or copy 
therefrom in full or in part, of such certificate or report, shall be in the form 
to be approved by us. As a preventive against fraud, attention is directed 
to the fact that all pages in this report should bear our watermark. 


Many other variations of greater or less significance appear in 
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these 130 reports examined, the main purpose apparently being to 
guard against any changes in the report or any misuse of the mate- 
rial which would involve the standing of the accounting firm, or 
which would enable anyone to use for fraudulent purposes figures 
or statements purported to have been prepared and certified by 
reputable, independent accountants. The majority of these pre- 
cautions impress ene as being valid attempts to protect not only 
the rights of the firm which made the audit, but also the integrity of 
the accounting profession; in a few cases, however, one must feel 
that advantage is taken of the opportunity to use the report as 
a means of advertising the size of the accountant’s organization, and 
the nature of its work, to all who may have occasion to peruse 
reports or certified statements which have been prepared by it. 
In a rapidly growing profession we presume that this is but natural. 
Whether such practices will increase or decrease, it is not our 
function to predict. Every accountant should make it his main goal 
in every audit to assist the client in learning the most concerning 
the present financial condition of his business, the changes which 
have occurred during the period in that financial position, and the 
causes of those changes as reflected in the statement of operations 
for the period under review. At the same time the professional 
auditor should bear in mind that he has a double responsibility— 
his responsibility to the public requiring an even finer sense of 
candor and justice than that to his client. As stated before, he 
must impress his client and the business world at large that he 
is the representative of a dignified profession, and is himself an in- 
telligent, educated, professicnal man; he has no greater opportunity 
to demonstrate this than through his reports and certificates sub- 
mitted as the results of his work. 
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ACCOUNTING PROBLEMS OF THE FLORIDA 
REAL ESTATE BOOM 


By Orton W. Boyp, University of Florida 


The meteoric rise of the 1925 Florida real estate boom, with its 
great volume and complexity of real estate transactions, forced the 
practicing public accountants in the state to adopt many changes 
and variations in the methods usually employed in the accounting 
for such types of business activity. 

In the more stabilized or settled sections of the country the pur- 
chase or sale of real estate is a rare or extraordinary event in the 
history of the average individual or firm. The individual purchases 
or builds a home, which may require years of sacrifice or self-denial 
to pay for completely. The typical business concern acquires land 
only for immediate or future use as a business site. Land or build- 
ings used for productive purposes do not change hands rapidly. 
Even in the case of the purchase of real estate for speculative pur- 
poses the turnover is not great, as rapid price increases making 
possible a quick profit through re-sale are not regularly experienced. 

In other words, no great number of real estate transactions need 
be recorded in the books of account of the typical business concern 
in most sections. In most instances one land account and one 
building account suffice. The rules of debit and credit laid down for 
such accounts contemplate the use of the real estate solely for pro- 
ductive or investment purposes. 

Usually the purchase of real estate in stabilized communities is 
governed by one predominant consideration: will the income derived 
from its use or from other sources be sufficient to meet the obliga- 
tions incurred in the purchase of the property? Even the real 
estate speculator ordinarily bears this thought in mind on account 
of the comparatively long time required for the desired appreci- 
ation to make its presence felt. 

The Florida real estate boom, as well as all similar occurrences, 
presented conditions in marked contrast to the above. The dom- 
inant, the prevailing motive for the purchase of real estate was 
speculative. Prices were advancing so rapidly, the stories of “easy 
profits” that filtered to other parts of the country were so glowing, 
that thousands rushed to the state in the summer and fall of 1925 
to make their fortunes. From the Western Union messenger boy to 
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the millionaire, everyone was drawn into the orgy of buying and 
selling. As soon as one disposed of a piece of property at a profit 
the “money would be put back” into another investment. Quite 
often, too often in fact, speculators purchased real estate and in- 
curred obligations which they had no hope of meeting save through 
a quick sale of the property. Marked activity was felt in all types 
of real estate, from the especially desired ocean and Dixie Highway 
frontage even to the undrained lands of the Everglades section. It 
is apparent, therefore, that in the accounts of the average individual 
or concern in Florida a far greater number of real estate trans- 
actions would be met than in the accounts of their contemporaries 
in other sections of the country. 

The complexity of the Florida real estate transaction complicated 
the problem of providing for its proper accounting. One constantly 
heard of “syndicate” operations, the purchase of property by a 
group of individuals upon a joint venture or trust agreement. Upon 
its sale the participants would share in the cash received. In some 
cases the notes that the syndicate received were distributed im- 
mediately among its members and the syndicate dissolved. In 
other cases it has been found more convenient to keep the trust 
agreement alive until the notes shall have been collected in full. 

The trafficking in options and contracts for the purchase and sale 
of real estate became distinctive features of the boom. By the time 
that a 30-day option or “binder” for the purchase of real estate at 
a given price had expired, frequently, the property would have ad- 
vanced so in price that the holder of the option could m2ke a neat 
cash profit by disposing of it to someone else. Where the option 
holder chose to exercise his privilege of purchasing the land a con- 
tract to purchase the land would be drawn up preliminary to the 
abstract of title, the opinion of counsel as to title and the prepara- 
tion of the necessary deeds and mortgages. By the time that the 
overworked abstracting companies and attorneys could complete 
their work, so that the purchaser would feel safe in accepting his 
deed and closing the transaction, weeks had elapsed, during which 
time the contract of purchase and sale or new binders may have 
changed hands several times. 

Added to these complexities we must enumerate the sale of sub- 
division lots upon contract, the purchaser receiving title when the 
last payment was made, the liberal tax laws of Florida, which oc- 
casioned countless adjustments for unpaid taxes and assessments 
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to be assumed by the purchasers, and adjustments for accrued in- 
terest upon existing mortgages to be assumed by the purchaser. 
In many cases buyers were so eager to possess coveted sites that 
“buying commissions” were paid their brokers; in other cases the 
broker or agent agreed to share or “split” his commission with the 
purchaser. 

During the feverish height of the boom little or no attention 
seemed to have been paid to the necessity of account keeping. After 
the smoke of battle cleared away in the spring of 1926 and the 
fortunate ones faced the prospect of accounting to Uncle Sam for 
their profits, the public accountants of the state were called upon 
to the very arduous duties of determining from the maze of settle- 
ment sheets, contracts, receipts, and checks just what had taken 
place. In some cases it was necessary “to build up” the books of 
accounts, either anew or for the first time. 

No one could doubt that the ordinary scheme of real estate ac- 
counts, designed for occasional transactions for investment pur- 
poses, would break down under such an avalanche of transactions 
of the widest variety and complexity. To provide properly for the 
recording of such transactions a specialized type of real estate ac- 
count was devised and perfected by Mr. John C. Boyle, senior prin- 
cipal of the John C. Boyle Company, with offices in Chester, Penn- 
sylvania, and West Palm Beach, Florida. It is the writer’s purpose 
to describe this system, as it is our experience that it proved most 
effective as a method of analysis and presentation of the varied 
transactions involved in each and every deal. 

To begin, a separate account is opened up for each and every 
piece of property purchased. Where buildings are found upon the 
land no separate building accounts are set up. As the land is pur- 
chased for speculative purposes and not for income producing pur- 
poses no attention is paid to depreciation of buildings as an operat- 
ing expense; consequently no necessity exists for setting up the 
cost of buildings separately in order to establish a basis for de- 
preciation expense. If any income is derived from rentals during 
the owner’s tenure of possession, it is credited to the property cost. 

The Boyle “real estate deal” account is constructed upon the 
sectional bookcase idea. In other words the one account with each 
piece of property was in reality a group of accounts. In general 
this group consisted of four separate and distinct accounts, named 
as follows: 
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The Purchase transaction and all of its details. 

The Sales transaction and all of its details. 

Cost, including the purchase price, as transferred from Section 1, and 
all other elements of cost. 

Net Projit on the deal, which is in reality a summary or profit and 
loss account for the particular deal. 

The real estate deal accounts are carried in a separate ledger con- 
trolled by a real estate deal control in the general ledger. In order 
to provide for the posting of totals to the control account special 
real estate deal columns are introduced in the cash book and other 
books of original entry. 

An illustration of a real estate deal account is provided in the 
following pages. Entries have been posted to this account to show 
all the successive steps of the purchase of property by a syndicate, 
its sale, and distribution of profits among the participants. A cur- 
sory examination of this illustration will show that this account is 
designed for the sole purpose of providing for a maze of transactions 
making up a real estate venture undertaken solely for speculative 
purposes. The various transactions will now be explained in order. 

Description Vendor 
Lots 1-8, inclusive, Estates of South Name—John L. Jones, 
Palm Beach, West Palm Beach, Fla. Address—161 Datura St., City. 
Warranty deed 6/17/25. Filed for Record 6/18/25, 9:25 A. M. 
SYNDICATE PARTICIPANTS 
Name Address Participation 
Amount 
J. K. Cochran, 19 Fagin Arcade, City 
R. R. Reynolds, 11 Datura Arcade, City 
J.J. Johnson, 105 Post Office Bldg., City 
R. R. Ruppert, 612 Iris St., City 
PURCHASE TRANSACTION 
1925 
Binder, 10 da. ............ $ 200 May 12 Purchase price 
Cash, contract 
Cash, deal closed .... 
% county tax, 1925 .. 
% city tax, 1925 
% broker’s com. ........ 
Interest accrued 
ist Mort. assumed .... 20,000 
2nd Mort. given 
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SALES TRANSACTION 


Vendee Warranty Deed 

Name—W. W. Williams Date—12/30/26 

Address—620 Argyle St., City Other data—Abstract delivered vendee 
1925 1925 

Dec. 6 Sales Price ................ $60,000 Nov.26 Binder $ 1,000 
Dee. 6 Cash, contract ............ 5,000 
30 Cash, closing ............ 10,500 
30 Commission ................ 3,000 
30 City taxes, 1925 ........ 300 
30 Int. accrued morts. .. 200 
30 1st Mort. assumed .... 20,000 
30 2nd Mort. assumed .... 10,000 
30 3rd Mort. received .... 10,000 


$60,000 $60,000 
cost 

1925 1925 
May 12 Purchase price ........ $40,000 May 12 % County rd. tax...$ 100 
16 D. Daniels, abstract 25 150 
17 I. Cheatam, legal .... 100 12 % Commission ........ 1,000 
Dec. 7 I. Cheatam, legal .... 25 12 Int. acerd. on mort... 100 
30 City taxes, 1925 ...... 300 «July 200 
30 Int. acerd. on mort. 200 Aug. RTE. 200 
31 County taxes, 1925 .. 200 Sept. aS RAE A 200 


Int. on mortgage .... 


$45,150 
NET PROFIT 
1925 


$42,500 Dec. 6 Sales price ................ $60,000 

Trust Accounts 

1,750 

$1 J. K. Cochran ......... 1,750 

31 R. R. Reynolds ........ 1,750 

J. ............. 1,750 

$1 R. R. Ruppert ........ 1,750 

31 Net profit on 
Real Estate .............. 8,750 


$60,000 


68 
i 
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$60,000 
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At the time that the contract for the purchase of the property 
is drawn up a memorandum journal entry is made debiting the cost 
section of the individual real estate deal account and crediting the 
purchase section of the same account. In the illustrated account 
the purchase price is $40,000, one-fourth cash, one-half the assuming 
of a first mortgage upon the property, and the balance due upon a 
second mortgage note. The memorandum entry made in this case 
calls for a debit of $40,000 to the cost section and a credit of the 
same amount to the purchase section. As cash is paid or notes 
given to the vendors of the property, the debits thereof are posted 
to the purchase section of the real estate deal account. If the total 
of such items equals $40,000 it is clearly evident that they have 
been entered correctly. Experience proves that such a method or 
device of proof is absolutely necessary for the proper handling of 
a large number of deals and the multitudinous number of details 
of binders, first payments, and adjustments for unpaid interest, 
taxes, etc. If no method of proof was thus provided it would be 
very likely that errors in the entries would-creep in. Absolute ac- 
curacy is vitally important where the interests of syndicate par- 
ticipants are involved. 

The first entry in the purchase section represents the binder pay- 
ment. If the deal is closed the binder is applied upon the purchase 
price. If we fail to close the deal the binder payment is forfeited. 
In such an event it would be necessary to credit “Real Estate Deal” 
and debit “Loss due to Forfeiture of Binders.” 

On June 12, the contract for the purchase of the property is drawn 
up and a further payment of $800 is made the vendor. In case our 
attorney refuses to approve the title as revealed by the abstract 
and the defect cannot be corrected we are entitled to a refund of the 
entire $1,000 paid the vendor. In such a contingency the receipt of 
the $1,000 refund would be credited to the purchases section of the 
real estate deal account, which automatically closes it. 

The balance of the $10,000 cash payment is due upon the delivery 
of the abstract to us. At that time “a settlement sheet” is made 
up, showing all deductions and the balance due. The settlement 
sheet for this deal would show the following: 


$10,000.00 
Payment upon drawing up of contract .................... 800.00 


Vendor’s share of the 1925 county and city taxes, 
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to be paid by the purchaser when the tax 
books are opened 
Vendor’s share of the next interest payment upon 
existing mortgage notes upon the property, 
such payment to be assumed by the purchaser 100.00 
Broker handling the sale agrees to “split” his 
5% commission due from vendor with us 1,000.00 2,350.00 


Balance due $ 7,650.00 


The purchase section of the real estate deal account is debited 
with each of these items. In entering the application of the de- 
ductions from the cash payment for taxes, interest and commissions, 
the cost section of this account is credited. In determining the net 
cost of this property such items must be considered as reductions 
from the agreed price of $40,000. 

The final entry for recording the purchase of this property records 
the notes assumed or given by the purchaser. The purchase section 
of the real estate account is debited and Notes Payable credited. 

The cost section of the real estate deal account is debited with all 
other expenditures made upon behalf of this particular deal, such 
as abstract of title, legal fees, taxes, interest paid upon mortgages, 
repairs, etc. Illustrations of such entries are shown in the specimen 
account. This section is credited with all receipts that represent 
reductions in the cost of the property. In the illustration the cost 
section is credited with rents received for the months of June to 
December, inclusive. 

In many cases errors were made in the original entry of payment 
of interest and taxes. Such items were often debited in error to 
“Interest Paid” and “Taxes Paid.” In such cases adjustment 
entries are necessary to credit the accounts debited in error and to 
debit the real estate deal account. Such a case is assumed in the 
illustration, the three last entries in the cost section representing 
journal entry transfers from other accounts previously debited in 
error. Reference is made in the explanation column of the account 
to the cash book page number from which the debit was originally 
posted in error. This simplifies the tracing back of the entry to its 
original record. 

We are now interested in the sale of the property. When the 
contract for the sale is drawn up the sales section of the real estate 
deal account is debited and the net profit section credited. In our 
illustration the assumed sales price is $60,000, with one-third down 
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in cash. For the balance the purchaser assumes the existing mort- 
gage notes of $30,000 and gives a third mortgage note of $10,000. 

It is evident that the credits posted to the sales section for such 
items as cash or notes received for the real estate must equal $60,000. 
Otherwise errors have been made in the original entry of these 
transactions. 

In closing the sale the settlement sheet would show the following 
amount due from the broker negotiating the sale: 


Cash down, per sales contract 
Less: Binder received 
Cash received upon drawing up of contract of sale 5,000.00 
Commission of 5% of sales price, to be deducted 
by broker in remitting to us 
City taxes upon property for 1925, to be assumed 
by purchaser 
Interest accrued to date of settlement upon notes 
secured by mortgages on this property i 9,500.00 


Balance due $10,500.00 


The sales section, being credited with the above items, provides a 
detailed record of the sales transaction. In crediting it for the ad- 
justments for commission, taxes and interest, the cost section of 
the same real estate deal is debited. If these items had been paid 
by us the cost account would have been debited therewith and no 
deductions would have been necessary from the proceeds of sale. 
The sales section is likewise credited as Notes Payable or Notes 
Receivable is debited for the notes assumed or given by the pur- 
chaser. 

As the real estate deal account now stands the net profit section 
shows a credit balance of $60,000 and the cost section a debit bal- 
ance of $42,500. The profit upon this particular deal is the dif- 
ference, or $17,500. The cost secvion is credited with $42,500 and 
Net Profit debited with this amount, thus closing the former sec- 
tion. The credit balance of the latter account now shows the 
profit upon this deal. 

The accounts with the syndicate participants now demand atten- 
tion. In the illustrative example it is assumed that five persons 
each acquired one tenth interest in the deal by a contribution of 
$1,000 each. The entry that would be made appears as follows: 


Trustee Bank Account 
Trust Account 
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The separate bank account for the funds received from syndicate 
participants is of course most desirable. Payments are made there- 
from upon real estate in which the participants have equities. The 
trust account is a control account showing the total due partic- 
ipants. Credits are posted to the individual accounts and notations 
made in their explanation columns of the numbers assigned to the 
real estate deals in which the participants were interested. A nota- 
tion is also made in the proper space of the real estate deal account, 
showing the participant’s name, the amount of his equity in the 
deal, and the per cent that his investment bears to the total. In 
this manner a system of cross reference is provided. 

In closing the real estate deal accounts entries are made as 
follows: 


Real estate deal No. 16—Net profit section 
Trust account 
To transfer from former account to latter profit 


upon deal to be distributed to syndicate partic- 
ipants. 


Real estate deal No. 16—Net profit section 


Net profit upon real estate deals 
To transfer balance of former to latter. 


Payments are made to syndicate participants from the proceeds 
of down payments or the collection of notes. For this reason 
every receipt of cash and every note should be properly earmarked 
as to the deal which it arises from. In the event of payment to 
participants the trust account is debited. 

Should it be desired to discount the notes receivable the discount 
should be divided between the realty operator and his syndicate 
participants. An entry such as follows would suffice: 


Discounts on Notes Receivable 
Trust Account 


Discount on Notes Receivable is debited with that portion of the 
discount chargeable to the operator, and the trust account is 
debited with the balance of the discount. It is needless to say that 
debits must be to the proper detail accounts. 

At the close of the fiscal year the income tax return may be 
easily made. The credit balance of the net profit account shows 


750.00 
$8,750.00 
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the total profit to report from this source. The detailed schedule 
to supplement this item may be prepared from the individual real 
estate deal accounts. This may appear in form as follows: 


Lots 1-8, inc., B. 16, Estates of South Palm Beach: 


Less, cost, commissions, etc. 42,500 

$17,500 
Less profit to participants: 

$1,750 


$8,500 


It is our experience that the schedule form provided upon the 
income tax blanks has proven entirely inadequate; hence the neces- 
sity arose of presenting the schedule upon an attached sheet. 

In conclusion, the number and variety of real estate transactions 
in Florida called for a specialized type of real estate account based 
upon the sectional book case idea, to show separately the details 
of purchase, sale, cost, vet profit and syndicate participation. By 
using a separate account for each and every real estate deal one 
is enabled to gather or collect upon a page all details of the trans- 
actions affecting the purchase and sale of the property. This not 
only facilitates a proper accounting of the transactions to the par- 
ticipants but also the preparation of the detailed report required 
for the anunal income tax return. 
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GRADUATE SCHOOLS OF BUSINESS 
By G. H. New.ove, Johns Hopkins University 


The tenth annual meeting of the American Association of Uni- 
versity Instructors in Accounting was especially noteworthy be- 
cause of the able papers given on the subject “Research Work in 
Universities.” Inspired by these papers the present writer decided 
to ascertain approximately what graduate work in applied econom- 
ics the American universities were doing. As there were no data 
available on this subject, a survey was started. This paper is the 
result. 

The table on page 75 is subject to two limitations: (a) the Col- 
legiate Department of the United States Bureau of Education, 
which furnished the list of universities giving graduate work in ap- 
plied economics, did not guarantee that the list was complete; and 
(b) the present writer can not guarantee that, in classifying the 
subject titles, the meaning of those who prepared the catalogs was 
always caught. The list of subject titles is very large, the number 
of distinct subject. titles coming under each group of courses being: 


Groups of Courses Number of Titles 
Advertising and Marketing ......................0.ccccseeeeee 83 
34 
Business Management. 75 
110 


In order to simplify the figures, no distinction was made between 
a term course and a semester course. As the catalog of the Uni- 
versity of Virginia did not designate the number of semesters, all 
courses were assumed to be two-semester courses. No distinction 
was made between courses given only to graduates and those given 
to both graduates and undergraduates; strictly undergraduate 
courses were ignored. 

A study of the table on page 75 shows that the urban universities 
offer graduate students 2.9 times as many applied economics courses 
(Column 7) as general economic courses. The ratio for non-urban 
schools is 2.1 to 1.0. The difference in the ratios is due to the in- 
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NUMBER OF SEMESTER OR TERM ECONOMICS 
COURSES OFFERED TO GRADUATE STUDENTS 


=) AV < < 2M & OF MA OF OF 
I 2 3 4 5 6 7 8 9 
American .......... 1925-26 6 2 4 7 I 12 32 18 50 
Boston ..... ..-1926-27 12 7 7 4 7 7 44 16 60 
Brown 1925-26 6 3 6 I 2 aie 18 8 26 
California 1925-26 13 6 4 _— 4 5 32 21 53 
Chicago 1925-26 5 20 5 11 5 54 22 76 
Columbia 1926-27 22 15 21 3 leas 10 71 23 94 
Dartmouth* 1925-26 5 7 5 2 7 10 36 3 39 
Harvard 1926-27 9 5 8 ual 19 6 47 6 53 
Illinois* 1925-26 17 9 5 3 17 6 57 29 86 
Indiana* 1925-26 4 3 10 4 2 8 31 17 48 
ee ---1924-25 12 2 7 3 2 2 28 It 39 
Kansas* ..... ---1925 26 4 4 6 4 2 6 26 19 45 
Michigan* ---1925-26 10 8 7 3 7 3 38 14 52 
Minnesota ..... .-- 1925-26 11 15 I 2 3 43 17 60 
Missouri*  ...........1926-27 5 sisi 6 2 3 2 18 8 26 
Nebraska* ...........1925-26 5 4 7 3 3 I 23 17 40 
ee 1925-26 6 6 10 2 2 I 27 12 39 
North Carolina* 1924-25 5 2 8 sa 2 7 24 12 36 
Northwestern  ...... 1926-27 15 18 II 3 10 10 67 14 81 
Oto Séate. .......... 1925-26 18 14 20 5 21 10 88 18 106 
1924-25 5 one 5 cove 10 5 15 
Pennsylvania ...... 1925-26 4 6 14 6 8 14 52 8 60 
S. California ........ 1925-26 2 2 3 2 3 3 15 23 38 
Syracuse ....... wveeeeeeel 924-25 12 I 10 1 7 9 40 19 59 
Virginia*® ....... 1924-25 4 a 6 2 4 2 18 8 26 
Washington .......... 1925-26 21 13 10 4 12 17 77 17 04 
(Seattle) 
Washington ......... 1926-27 9 6 8 2 5 7 37 15 52 
pity y | 250 159 238 72 168 166 1,053 400 1,453 


*Not located in large city. 


fluence of “big business” on the curriculum; only one of the eleven 
schools which offers forty, or more, applied economics courses is 
non-urban. An interesting variation occurs at Dartmouth and 
Harvard, which together offer 9.2 times as many applied economics 
courses as general economics courses. This variation is doubtless 
due to the fact that Dartmouth and Harvard have had recognized 
graduate schools of business for many years, while the graduate 
schools of business in most of the other schools have been separated 
from the economics department but a short time (if at all). 
Accounting naturally is the leading applied economics study 
(nearly 25% of the total courses). Accounting ranks first or is 
tied for first in eleven out of the twenty-seven schools. As it is 
impossible to have business curricula without offering -the basic 
accounting courses, the location of the schools has little effect on 
the importance of accounting among the applied economic courses 
(24.6%. of total in. non-urban schools, 23.3% in urban schools). 
Advertising and marketing rank first among the applied economic 
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groups in only one school, Northwestern. The importance of the 
advertising and marketing group depends upon the location of the 
schools (12.6% of the total in non-urban schools, 16.1% in urban 
schools). Ten out of the thirteen schools offering over five adver- 
tising and marketing courses are urban. 

Banking and finance rank first or tie for first among the applied 
economics groups in twelve out of the twenty-seven schools. As the 
banking and finance courses were given long before the development 
of graduate schools of business, they are important in practically 
all the schools (21.7% of the total in non-urban schools, 22.9% in 
urban schools). It is noticeable, however, that schools strong in 
banking and finance are not as strong in accounting, and vice versa. 
For instance, the list of the ten ranking banking and finance schools, 
which offer 51% of the banking and finance courses and only 48% 
of the accounting courses, contains only six out of the ten leading 
accounting schools. 

The basic courses in commercial law are so fundamental that 
practically all graduate schools of business offer them. The com- 
mercial law courses are 8.4% of the total applied economic courses 
in non-urban schools and 6.2% in urban schools. This variation 
is due to the difference in the total number of courses offered in 
non-urban and urban schools as the number of commercial law 
courses offered is practically constant. The unusual number of 
commercial law courses offered at American University and Penn- 
sylvania University is doubtless due to local conditions; the ex- 
cellent standing of the graduate law school at the former, and the 
unusual complexities of the State law code at the latter. 

Business management ranks first or is tied for first among the 
applied economic groups in five out of the twenty-seven schools. 
The distribution of the business management courses is very ir- 
regular; six schools offer nearly 64% of the courses. Column 5 
clearly shows the effect of the recent interest in management and 
managerial accounting. 

Trade and industry rank first or tie for first among the applied 
economics groups in five out of the twenty-seven schools. Like the 
business mangement group, the trade and industry group of 
courses are distributed very irregularly. The distribution reflects 
the recent growth of interest in foreign trade. 

While statistics on the history of graduate schools of business 
are not available, it is certain that most of the growth has been in 
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the last few years. The graduate applied economics courses at Chi- 
cago, Columbia, and Ohio State universities have increased in the 
last five years from a total of ninety-one to a total of 218. The 
growth of these courses at Illinois is shown by the following table: 


1917- 1918- 1920- 1921- 1923- 1924- 1925- 


Study Group 1918 1919 1921 1922 1924 1925 1926 
5 9 13 12 16 17 
Advertising and Marketing .... .... Pet ics 1 2 8 9 
Banking and Finance ............... .... 7 5 
Business Management ............. .... 6 17 
Trade and Industry ................ .... 1 2 6 6 

3 5 5 15 17 44 57 


The rapid growth of graduate schools of business is reflected in 
the number of students in attendance. Dean C. M. Thompson ad- 
vises that the total commerce graduate students at Illinois by years 
was: 


Dean Thompson also advises that the 1925-26 commerce graduate 
students were subdivided into study groups as follows: 


0 
Advertising and Marketing 7 
10 

123 


Why are over 71% of the number of graduate commerce students 
at the University of Illinois majoring in applied economics studies, 
and over 72% of the number of semester or term economics courses 
offered to graduate students by twenty-seven leading universities 
applied economics courses? The main reasons seem to be: (a) 
business is becoming more and more scientific; (b) accountants, 
advertising managers, bankers, industrial engineers, etc., are becom- 


a 
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ing looked upon as professional men; and (c) the average age of 
our students is decreasing. 

The growth in size of the leading concerns in American industry 
has increased the importance of small gains in operating efficiency. 
Scientific studies of detailed operations are needed and the uni- 
versities and “big business” are co-operating. The recently estab- 
lished bureaus of business research at our leading universities 
(Harvard, Illinois, Ohio State, Nebraska, etc.) are performing 
educational services for American industry just as the agricultural 
schools are aiding American agriculture. 

The professional aspect of American business men is vitally im- 
portant. Bankers who lack the accounting ability of reading 
financial statements are farces. Accountants who attempt to 
diagnose and relieve industrial ills without having a thorough bus- 
iness training are quacks. The need for fundamental training not 
only in general business courses but also in the cultural courses 
is so great that few really specialized business courses can be given 
in a four-year course. Just as doctors and lawyers are taking 
fundamental courses prior to their specialized courses, many pros- 
pective business men are correctly analyzing the present situation 
and are taking curricula calling for two or three years of graduate 
work. 

The decrease in the average age of our students has two effects: 
(a) it increases the number of years that are available for formal 
study; and (b) it decreases the practical training of our students. 

Few people are able to enter their professional careers before 
they are twenty-five years of age. Students, after completing the 
high school and undergraduate curricula, find themselves at twenty- 
two years of age with the choice of a long apprenticeship in bus- 
iness or additional formal study and a short apprenticeship. This 
choice leads most of those who are financially able to pursue grad- 
uate courses in applied economics. 

Students entering college directly from high school are usually 
entirely unfamiliar with business. The accounting courses usually 
have to bear the brunt of this ignorance, because it is impossible 
to teach the recording of business transactions until the students 
understand the transacting of business. In over eight years ex- 
perience in teaching cost accounting, the writer has found that less 
than 5% of his students have had any experience (work or study) 
in a factory. The situation in regard to corporation accounting is 
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almost as bad, because very few students have ever seen corporate 
charters, by-laws, minute books, syndicate agreements, stockholders’ 
ledgers, etc. As accounting usually can not be started in the fresh- 
man year because of the time taken (and correctly taken) by rhet- 
oric, mathematics, etc., the graduate of a four-year commerce cur- 
riculum seldom even approximates a professional status. Grad- 
uate applied economics courses usually represent the most efficient 
road to a successful professional career as a business man. 
Graduate schools of business are meeting a real need and a still 
greater development may be expected. This growth is certain as 
students are appreciating more and more the opportunities offered 
to them, and American industry is co-operating with the bureaus 
of business research and aiding the graduate schools to secure the 
needed funds through legislative appropriations or gifts to the en- 
dowments. 
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SOME DOUBTFUL ELEMENTS OF COST 


By J. 8. Rosinson, Carleton College 


In an article* which appeared in the publications of the Amer. 
ican Association of University Instructors in Accounting, I pointed 
out that the term cost, the meaning of which is by no means stand- 
ardized, is used to refer primarily to three things: (1) money costs, 
(2) economic costs, and (3) business costs. 

Money cost is the sense in which the term is popularly used. 
Most persons think of cost in money terms; it is the price that is 
paid for goods and services. Professor Alfred Marshall employed 
the phrase expenses of production to designate such payments. 
Since cost in this sense is equivalent to the money payments for 
goods and services, it follows that the total money paid by all 
consumers for wages, rent, interest, and profits must be equal to 
the prices paid by all consumers for the satisfaction of their wants. 
Money costs to the consumer essentially represent selling price, or 
sales; they are what the consumer pays. 

The concept of economic cost is very different fre: that of 
money cost, as the term is used by the average man. *.::2ther con- 
sumer or producer. Economic cost is subjective; it is cost in terms 
of labor, exertion, sacrifice, or disutility. Some writers have called 
it pain cost, and it is measured in irksome labor or reluctant wait- 
ing. The labor or exertion is supplied by those who work, and the 
sacrifice of waiting, or abstinence, is presumably made by the 
capitalists. It is, of course, apparent that many pain, or sacrifice, 
costs cannot be measured accurately in money units. Witness, for 
example, the human cost of war; or, dare I say, the “unproductive” 
labor of the modern bootlegger. 

The business man, or entrepreneur, feels that such a concept as 
that of human, or subjective, cost is impractical and useless. He 
is interested primarily in his expenditures of time and money for 
the purpose of making profits or acquiring property rights. This 
does not necessarily mean that the business man ignores all social 
obligations. But as an individual the business man is interested 
in profits more than in social costs. To him the term cost refers to 
the outlays that he as employing capitalist must make to get his 
product to market. These outlays he thinks of in money terms, 


*“The Concept of Cost,” December, 1925. 
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as does the consumer. It follows, therefore, that producer’s costs 
equal consumer’s costs minus producer’s (or entrepreneur’s) profits, 
and that business costs, which consist of expenditures for labor, 
materials, the use of capital, and the like, are resolvable, from an 
economic point of view, into rent, interest, and wages. 

Like the business man, the accountant is interested primarily in 
business or producer’s costs. Hired by the enterpreneur, he natural- 
ly has his employer’s interest and point of view. One might expect, 
then, that accounting cost would be identical with producer’s cost,* 
which is consumer’s cost, or price, less the pure profit of the 
producer. Producer’s cost would, of course, include the wages due 
the enterpreneur for his time and effort, the interest due him as 
capitalist for the use of his capital investment, and also the rent 
due him if the entrepreneur owns his land; that is, producer’s cost 
would not include merely the outlays of the capitalist-employer to 
persons other than himself. 

Some writers would hold that cost as it is computed by the 
accountant should include all elements of expense that are “de- 
pendent upon the consummation of the sale of the product,” and 
exclude all items of expense that are not dependent upon complet- 
ing the sale of the product. This dictum raises some very interest- 
ing questions both of theory and of practice. It would seem that 
there is little general agreement, even among accountants, as to the 
inclusion or exclusion of certain items of cost, and as to the al- 
location in the financial statements of certain other items of cost. 
Concretely, should interest be included as a part of cost? And 
should rent, depreciation of buildings, taxes, and insurance be con- 
sidered as charges against income? Should such an item as dona- 
tions or a tax on profits be included in cost? And should bad debts 
and sales discounts be considered a cost of the business or should 
they be treated as deductions from gross sales? A discussion of 
these doubtful elements of cost may serve to clarify the considera- 
tions involved. 


*It must not be inferred, however, that producer’s cost, which is consumer’s 
cost minus pure (or economic) profit, does not contain any element of 
economic profit; that is, that producer’s cost is merely wages, rent, and 

interest. Producer’s cost will always contain some profit. The manu- 

facturer has to buy raw materials that are used in the making of his 
finished product, and the outlay for these materials (which are a part 
of the sales of the producing company) will be distributed as wages, 
interest, rent, and profits to those who were engaged in this earlier 
stage of production. 
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It is obvious that I should not attempt, in the brief space allot- 
ted to this paper, a consideration of all the disputed elements of 
cost. I shall therefore select as typical of the first group of items, 
interest and depreciation. 

Let us consider first the item of interest, because much the same 
reason for including or excluding interest in cost is applicable to 
the other disputed items. Accountants ordinarily allow for in- 
terest on notes and bonds as an item of business cost when this 
interest is paid to some person other than the producer; but they 
do not regard interest on the capital invested in the business as 
a part of cost. They hold that they are not computing cost for 
their employer as economic entrepreneur but for the proprietor as 
employing capitalist, or capitalist-entrepreneur. The net income, 
therefore, represents not economic profit but a combination of 
economic profit and economic interest. The accountant feels that 
a pure entrepreneur is an economic abstraction that does not exist 
in fact, and that the common stockholder for whom he works com- 
bines in the same person both entrepreneur and capitalist. Al- 
though it might appear from this statement of the philosophy of 
the accountant that he would include in cost nothing except what 
was actually paid to persons other than the employer, for whom the 
cost is being computed, as a matter of fact most accountants will 
include in cost the salary of the entrepreneur, in case the employer 
is himself engaged in the actual work of the business. This salary 
is included in the general overhead. From an economic point of 
view there would appear to be an inconsistency in excluding in- 
terest on the employer’s investment and including the employer’s 
salary as a part of cost. How does the accountant justify his 
procedure? 

Before attempting to indicate the practical objections to including 
interest in cost, it may be well to review briefly the functions and 
purposes of cost systems. The primary function of a cost system 
is the calculation of the unit cost of production. This information 
may be used in the intelligent adjustment of selling prices, or in 
directing sales efforts into the production of those products that 
prove to be the more profitable, or for the valuation of inventories. 
Another function of cost data is to furnish a basis for comparisons. 
These comparisons may be between different periods for the same 
plant or between different plants in the same industry. Obviously 
for purposes of comparisons the cost data should be uniform and 
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should contain identical elements. A third function of a cost 
system is to furnish the factory manager with essential data as to 
the operation of the factory. The production manager may use 
this information in making comparisons of the productivity of the - 
superintendents, foremen, laborers, and production centers; in 
stopping “leaks” of material and labor; or in determining the 
relative advantages of machine-work and hand-work operations in 
production. A cost system, then, cannot save a business anything ; 
but it can furnish information that will lead to better management ; 
that is, it is a diagnosis, not a cure. The value of the system will 
be determined by the use to which the information is put. 

Most accountants agree that interest on borrowed capital, 
whether on long or short terms, like the charges for depreciation, 
for taxes and insurance on buildings, is a charge for the use or the 
protection of capital and therefore should be offset against the in- 
come resulting from the use of such capital. Rent is likewise in- 
cluded since it is regarded as a substitute for the expense of in- 
terest and taxes. The question naturally arises, if we are to make 
a charge for rent (including interest on the capital invested), why 
not make a charge for the entire capital investment? Will the cost 
records be any more accurate by including a charge for interest 
in cost? 

To be sure, such an entry on the books cannot affect the net re- 
turns of the business as a whole, because the business neither re- 
ceives nor pays out anything. In general it may be said that if the 
accountant were computing costs for his employer as pure enter- 
priser, he ought certainly to include interest in cost. Most account- 
ants, however, disavow this statement. Perhaps it may be urged 
that interest should be included as a cost item in businesses where 
the material has to be stored for a relatively long period for pur- 
poses of seasoning, or in plants in which it is desirable to show the 
effects of variations in the amount of capital employed and in the 
lengths of periods during which the capital is tied up. But the 
practical objections to its inclusion are at least equally cogent.* 
In the first place, the interest charge must be made at an arbitrary 
rate. It has been held by some who favor the inclusion of interest 
in cost that the interest rate to be charged should be that “prevail- 
ing” at the time the capital was invested. This “prevailing” rate 
differs, however, with the risk involved, the security offered, and the 


*Paton, “Accounting,” p. 541 ff. 
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marketability and liquidity of the loan instruments. In the second 
place, the interest charge is difficult to compute, inasmuch as the 
charge for the use of capital is made on the double basis of amount 
of capital and the length of time employed. Current assets change 
constantly, and the determination of interest charges on such assets 
would be impractical, if not impossible. In the next place, the in- 
clusion of interest in cost data would make the distribution of over- 
head charges more complex. All methods of distributing overhead 
expenses are more or less arbitrary, and to increase the amount to 
be distributed would only add to the burden of the cost depart- 
ment. This argument is all the more convincing to those who feel 
that such difficulties are great enough in the ordinary manufactur- 
ing plant, and more particularly if the work accomplishes no very 
useful purpose. They hold that those who contribute capital to a 
business enterprise are in a sense partners in the business just as 
much as those who contribute labor. It is one of the functions of 
the capital-investing partners to get their returns last out of the 
differential margin between selling price and cost of sales. Dif- 
ferences in amount of capital invested and length of time employed 
may be adjusted by increasing sales or by reducing costs. Whether 
the employer is pure entrepreneur or capitalist-entrepreneur will 
not affect the returns of the business as a whole, since the handling 
of such an interest charge on investment will be neither a receipt 
nor a disbursement, but is merely a bookkeeping transaction. 

It should be observed, however, that theoretically there is as 
much to be said for including interest on investment in cost as 
for including a salary for the entrepreneur. It is true also that 
although the interest charge is difficult to compute, it is likewise 
difficult to determine a proper method for the apportionment of 
depreciation ; but, as will be pointed out, depreciation is not there- 
fore considered an item that should be excluded from cost. For 
purposes of comparison it is apparent that the items to be included 
in cost should be identical, and that if interest is included in the 
cost data for one department or plant, it should be included in the 
figures of all for which a comparison is desired. 

Let us now turn to depreciation. Virtually all accountants con- 
sider depreciation as an item of business cost. As Hatfield puts 
it, “all machinery is on an irresistible march to the junk heap.” 
The fundamental purpose of the depreciation charge is not clear. 
From the valuation (or balance sheet) point of view the necessity 
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of the charge is perhaps to maintain intact the original fund of 
capital by making the returns of the business unavailable for dis- 
tribution in dividends to the stockholders until the portion of the 
assets that has wasted away has been made good. The aim of the 
charge is to have the balance sheet show correct values, with little 
regard to the effect of the charge upon operation. From the opera- 
tion (or profit and loss) point of view, the depreciation charge is 
incurred for the purpose of determining the correct costs of doing 
business. A part of the fixed capital goods goes into each unit 
of the product, and depreciation constitutes a cost that must be 
borne by the product just as much as the labor cost incurred and 
the raw materials purchased. Machinery is “consumed,” just as 
raw materials are consumed. The effect of the inclusion of depre- 
ciation in cost is reflected among the assets, and automatically the 
assets do show correct values. The latter point of view, which 
emphasizes the showing of the true costs of the product and only 
incidentally the true valuation of the assets, is perhaps held by 
most accountants. The more complex problem of the accountant is 
to determine the proper basis for the computation and distribution 
of the depreciation charge. 

It is not easy to harmonize the accounting point of view with the 
economic concept of cost as regards depreciation. Depreciation is 
a cost of doing business; but obviously it can not be considered an 
economic cost. Economic cost is measured in terms of effort, sac- 
rifice, and disutility as related to production. The economic or 
pain costs of capital goods consist of the exertion of laborers, the 
sacrifice of waiting of the capitalists, and the disutility of the 
burden borne by the entrepreneur. Depreciation represents the 
wastage of economic costs embodied in the production of the capital 
goods, and could be counted again only in the production of identi- 
cal capital goods. From the accounting viewpoint the charge for 
depreciation is a reserve set aside by the entrepreneur for the pur- 
pose of recouping himself out of current income for the losses sus- 
tained by the business through the wastage of the capital assets; 
or, in other words, of maintaining intact the original investment of 
capital by making an estimated charge for the capital goods wasted 
during a production or fiscal period. 

Let us turn now to consider briefly the second group of items 
as to the treatment of which there is not general agreement. Two 
of these items will be selected as typical of the items of this kind— 
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cash discount on sales, and bad debts. The question arises, “should 
these items be treated as deductions from sales or as items of 
expense ?” 

When a producer sells goods on credit with a cash discount offer- 
ing, he must provide for four items of cost that are not incurred in 
cash sales. These are: (1) credit investigations and expense of col- 
lections; (2) bookkeeping and billing expense; (3) loss from un- 
collectible accounts; and (4) interest on the cash sale price. The 
last two items of expense are by all odds the heaviest of the four. 
The cash discount is offered in order to free the vendor from these 
coscs of interest and bad debts. Terms of 2% off if paid within ten 
days, the billed price being on a 30-day credit period (2/10, n/30) 
may rightly measure two main items of cost. First, there is a 
direct relation between the credit period and the bad debts expense, 
and hence a shortening of the term of credit means a saving in the 
item of bad debts expense. The other item of cost is the interest 
charge on the cash sale price. The vendor is deprived of the use 
of the capital that is tied up in the outstanding accounts, and the 
cash discount enables him to have the use of the money twenty 
days earlier than the full credit terms. It is obviously profitable 
for the buyer, as may be seen by comparing the current rate for 
accommodation, say 6% or 8%, with the cash discount rate reduced 
to a yearly basis. It might seem unprofitable for the seller, since 
2% for 20 days means 36% a year; but the differential is reflected 
in the saving in bad debts expense. 

Those who hold that cash discounts on sales should be de- 
ducted from sales point out that the lowest price the seller will 
accept from a customer is the real selling price. The seller is 
willing to take two per cent less from a cash buyer just as he might 
be willing to accept a lower price from another preferred customer. 
This payment is made to a customer or consumer, and not to one 
of the factors of production, and hence they hold the discount 
should be considered as a deduction from sales. This reasoning 
would seem to ignore the purpose of the cash discount. Insofar 
as the cash customer furnishes the concern with capital by prompt 
payment of bills, it may be said that he receives his discount at 
least in part as a capitalist. Perhaps the portion of the discount 
that is designed to cover the saving in bad debts expense may well 
be considered an expense or a deduction from income for the same 
reason that insurance is regarded as a cost item—namely, that it 
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is the expense of shifting the risk or of protecting the capital. 

From an economic point of view the essential consideration in- 
volved in the problem is that the item of discounts be handled in 
a uniform manner, either as a deduction from sales or as a financial 
expense, so that the term cost may mean something definite and 
exact for purposes of comparison and of price adjustment. 

It is common experience that some customers to whom credit is 
extended do not pay their bills. Hence at the close of the fiscal 
period it is necessary for the purpose of valuing accounts and notes 
receivable to estimate the amount considered uncollectible. The 
necessity for this practice is recognized in court decision and has 
the sanction of conservative business policy. The effect of this 
estimate is to charge the period in which the sale is made with 
the expense, and not the period in which failure to make collection 
is experienced. It has been stated that there is a close relationship 
between the actual loss from bad debts and the credit policy of 
the concern, and the sales discount policy is largely a device for 
reducing the risk in the extension of credit. A live credit depart- 
ment may keep this cost at a minimum, but there will probably al- 
ways be some loss from uncollectible accounts. The basis of the 
estimated reserve for doubtful accounts is of course the past ex- 
perience of the particular business. 

The question arises, should bad debts be treated as a deduction 
from sales, as an item of cost, or as a deduction from the propri- 
etor’s profit? Some would hold that bad debts cannot be included 
in cost until after the sale is completed, and therefore that all 
known bad debts should be deducted from sales, and all doubtful 
accounts from the profits of the business. The same considerations, 
however, that applied in the treatment of cash discounts would hold 
with regard to the treatment of bad debts. There is an interrela- 
tionship between the credit policy of a firm and the amount of the 
loss from bad debts. The expenses of credit investigation and col- 
lections partly offset the savings in bad debt expense. The one 
would seem to be as much a cost of doing business as the other. 

It is apparent from this discussion that the method of treating 
these doubtful elements of cost will depend upon the point of view 
of the business man, and hence the accountant, and upon the gen- 
eral policy of the business. Logically, from an economic point of 
view, producer’s cost should include only those items of expense 
that are dependent upon the consummation of the sale of the 
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product, and accounting cost should equal consumer’s price, i. e., 
net sales, less the pure profit of the entrepreneur. Most account- 
ants, however, maintain that they are computing cost for their em- 
ployer not as a “pure” entrepreneur but as a laborer-capitalist-entre- 
preneur, and that the resulting net income does not represent pure 
(or economic) profit, but includes the returns of the proprietor in 
the form of wages of management and interest on capital invest- 
ment. If the employer desires to include in the costs of the bus- 
iness a salary for himself as manager, then the accountant con- 
siders that he is determining cost for the proprietor as capitalist- 
entrepreneur, and the net income includes only two items, pure 
profit and interest on capital investment. Ordinarily it is these 
two items that are included in the “net profit for the period.” Ac- 
counting cost, then, is determined almost entirely by the policy 
of the management, or the desire of the entrepreneur, and is in- 
fluenced little, if at all, by the logic of economic theory. 


ACCOUNTING CONTROL IN COLLEGE 
FRATERNAL ORGANIZATIONS 


By D. J. Hornpercer, Ohio Wesleyan University 


Since the origin of fraternity life in American colleges and uni- 
versities, the proper method of financial control has been one of the 
most vexing problems. Prior to the last decade little constructive 
work had been done in producing a satisfactory routine which 
would be both practicable and at the same time sufficiently simple 
for the training, or lack thereof, which the average fraternity 
treasurer possessed. In the past ten years, however, more and more 
attention to the question has been paid by college officials, officials 
of national groups, and by the personnel of the groups themselves; 
and this has resulted in several interesting developments. This 
trend may be accounted for in several ways, but probably follows 
the general interest which has become manifest due to federal 
regulations, higher costs, and other factors. 

There are several factors peculiar to fraternal accounting con- 
trol which are not to be found in most other types of organizations. 
First, the personnel of the college fraternity is a rapidly changing 
one. Four years ordinarily constitutes a college generation, and 
five months often represents the duration of the terms of office of 
the officers. This means that the average treasurer no more than 
has time to become efficient as a business manager and bookkeeper 
when he passes on and the next victim takes his place. This situa- 
tion, in itself, tends to make the accounting records and business 
management of such an organization none too satisfactory. 

Second, the fraternity treasurer, in addition to being an ever- 
changing quantity, is usually also without any adequate training. He 
or she is elected in many cases due to popularity, and not because 
of ability for the type of work to be done. With the exception of 
schools in which the accounting course is well standardized, and 
where the instructional staff is able to exert considerable influence 
on the different groups, the average treasurer has little or no book- 
keeping experience. Without close supervision, this very fact alone 
has a tendency to loose financial accounting, and makes a system 
of control extremely difficult to maintain, unless handled from a 
local and active source. 

Third, not only are the local officers untrained, but they are in 
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most cases immature in judgment, and oftentimes absolutely with- 
out the slightest idea of the principles underlying business practice. 
This is especially true in the case of treasurers of women’s organ- 
izations; here it is likely the father has always paid the daughter’s 
bills, and has furnished more or less doubtful protection from the 
vicissitudes of accounting for income and expenses. The men 
usually have had more financial responsibility than the women 
prior to their enrollment, but they, too, are more often than not 
rather weak in matters of business judgment. 

A last factor which makes contrul difficult is the ease of obtain- 
ing credit from merchants. The latter, knowing that the college 
will insist on the organization paying its bills, are extremely lenient 
in the matter of credits. With the class of people involved, this 
tendency often results in what are amusing incidents to some of 
us, but rather tragic to others. 

There are three chief types of organization being used at the 
present time for the purpose of exercising control over these groups. 

1. Control through the national organization. 

2. Control by a local accountant situated in or near the locality of the 
groups controlled. 

3. Control exercised by the institutions themselves. 

National Organization Control. A large percentage of the na- 
tional fraternities, both men and women, have some machinery for 
checking the accounts of the local treasurers. A standardized set 
of forms and records is usually provided, forms and instructions for 
the working thereof being obtainable at the office of the national 
treasurer. At periodic intervals, usually at th end of each month, 
the local treasurers are required to submit reports on standardized 
blanks to either the national treasurer, who checks them, or to a 
certified public accountant, engaged by the national officials to do 
the work. 

This type of control has one great advantage in that the police 
power of the national organization usually obtains considerable 
respect from the members of the local group. Fear of fines or sus- 
pension from the national council will usually do more to show a 
group the right procedure, when unruly, than almost any other 
factor. On the other hand the disadvantages far outweigh the 
above advantage, and consist essentially of the following: 


(a) The system of accounts must be exceedingly simple, and usually is 
a compromise between a cash book and single entry. This is neces- 
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sary due to inability to give first aid to treasurers except at a 
distance. 
As a result of (a), training in up-to-date double entry bookkeeping 
under such control is next to impossible, and the training advantages 
of such a system are little. 
Accurate checking of the accounts is next to impossible. This be- 
comes especially true if the treasurer is clever enough to cover up 
a little. Long range checking of payables and receivables is difficult 
to say the least. 

(d) Aid cannot be given the treasurer except at long range, which aid 
is usually unsatisfactory and of little value. 


Control by Local Accountants. Of late years accountants situ- 
ated in or near university or college towns have taken over in sev- 
eral instances the work of keeping the books, making out the re- 
ports, ete., for those groups of the locality desiring to engage 
trained men to so do. This furnishes work for the forces of the 
accountant during slack periods, and thus can be done at a very 
reasonable rate. The chief advantages to this arrangement are: 


(a) Accurate records are assured. 
(b) If the management is inefficient, it is quickly checked by the auditor 


and bookkeeper, and aid in correcting the difficulty is quickly and 
easily available. 


(c) Where several groups in a locality have their records maintained and 
checked by a single firm, average experience can be used as a guide 
to management. 


On the other hand, one great drawback results from such a 
procedure. Any experience or practical work in bookkeeping pro- 
cedure is entirely eliminated for the individuals of a group. And 
as this training should be part of the result of college work, and 


can be so made, such a system fails to accomplish the available 
results. 


Institutional Control. The last type of organization is that of 
institutional control. Under this procedure, the university or insti- 
tution requires as a condition of existence that all organizations 
come under the surveillance of a university “auditor of student ac- 
counts.” In at least one case, this individual makes out the re- 
ports, keeps the records, and handles the business of the organ- 
izations. As this procedure is objectionable for the same reason 
that the organization controlled through a local accountant is un- 
desirable, it is only mentioned here. The other type of control, 
however, has much to commend it, although it is in its infancy. 
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The university appoints a member of its staff as auditor (a member 
of the accounting department appears to be the logical appoint- 
ment) who acts as adviser, auditor, and peacemaker. The treasurers 
of the separate groups maintain their independent records, make 
their own collections, as well as disbursements. Periodic reports 
are filed with the auditor, who maintains controls for each group in 
his office. Where such a procedure is followed, the following ad- 
vantages appear: 


(a) Where the accounting courses of the institution are standardized, 
the treasurers naturally become, to a great degree, men with account- 
ing theory as a background. Hence, more training is to be found 
among the treasurers than under the other systems of control, except 
in the case of elimination of the student bookkeeper in favor of the 
professional accountant. 

(b) The auditor or advisor is available daily for conference, either as 
to bookkeeping procedure, or on business policy. This is a service 
much appreciated by the conscientious treasurer, and aids in over- 
coming to a great degree his lack of business and accounting train- 
ing, at the same time giving him a chance to obtain it. 

(c) Such a system of control will allow the use of a double entry 
system of books. The student thus gets training keeping a complete 
set of books on the accrual basis, a seeming impossibility under the 
other types of control. 

(d) The work of keeping the accounts for organizations on the campus 
becomes simply laboratory material supplementing classroom mate- 
rial, and results in giving much better training to the students 

interested in the business world. 


There are two objections to this type of control, both of which, 
however, are easily surmountable. In the first place, objection is 
made by some that fraternity accounts are none of the institution’s 
business, and that we should not meddle. The results in this case 
are the proof of the pudding. It usually takes about four years 
to kill this objection, then a new generation of students appears, 
and the supervision is taken as a matter of course. 

The second objection is that it is difficult to control poor work, 
force or influence of the university being resented by the members 
of the group, hence poor records are likely to result. The answer 
to this difficulty is hearty co-operation between the local institu- 
tional authorities and the national officers of the groups. With the 
proper co-operation there, poor records can be minimized, invalu- 
able training obtained by the students, and good financial standing 
of the groups assured. 


REVIEWS 


Elementary Accounting, by Hmam T. Scovrrz. With a series of problems 
prepared by Henry Heaton Baily. D. C. Heath and Company, New York, 
1924. Part One, v, 435 pp.; Part Two, v, 457 pp. 


Professor Scovill’s two volumes, it is frankly admitted, were written to per- 
petuate a method employed by him at the University of Illinois in teaching 
the elementary course. As such they are a profitable and interesting addition 
to the instructor’s library. In general, they would be most useful in an insti- 
tution where the accounting course is not a part of a wide commercial 
curriculum, for the book assumes a comparative lack of business training on 
the part of the student and seeks to furnish as background material numerous 
and varied examples of typical business transactions. Through both volumes 
there runs a series of illustrative problems which are at the same time prac- 
tical and interesting. 

The first volume is devoted to the theory of accounts, while the second 
volume is given over to the treatment of specialized problems, the design and 
use of books of original entry, ledgers, and the voucher system, with a short 
chapter on corporation accounting inserted, rather illogically, between a dis- 
cussion of financial statements and the treatment of consignment sales. Both 
of the latter are more adequately discussed than would appear necessary in 
a book which apparently considers an analysis of corporate accounting as 
material for an advanced course. The book as a whole is organized on an 
entirely new basis in which the author assumes as a byword the admirable 
slogan of “one step at a time.” The treatment consists of presenting the 
balance sheet as the fundamental picture of the business, modifying this 
to the extent of substituting accounts for each balance sheet item, and then, 
with considerable novelty of method, going through the entire cycle of tech- 
nical procedure, including the adjusting and closing of the accounts and the 
drawing up of the financial statements, without the use of a single journal 
entry or of any books of original entry. It is not until the student has gone 
through eight long chapters that the first simple journal is introduced. And 
then it is offered, not as the fundamental source of information from which 
the debits and credits are posted to the accounts, but as a more or less 
necessary adjunct to the direct posting method first presented. As a con- 
sequence, the beginner is likely to gain the impression that the journal is 
hardly necessary, for, so far as he can see, the books have been most success- 
fully kept by making direct changes in the ledger accounts. When he dis- 
covers that in practice all changes in the accounts must be preceded and sup- 
ported by entries in a journal, he will find some comfort in the quotation at 
the beginning of chapter ten: “ ‘Patience is a necessary ingredient of genius.’ ” 

In developing his theoretical doctrine, the author submits broad general- 
izations, which, when applied to specific cases, are difficult to maintain. For 
instance, on page 77, where the seeds of a cost doctrine are being sown, he 
states: “The causes of the increases and decreases in proprietorship consti- 
tute without a doubt the most important type of accounting information that 
a business man needs.” From this he proceeds to classify as immediate de- 


94 The Accounting Review 


ductions from proprietorship the entire contents of such mixed accounts as 
Purchases, Advertising, Stationery, Rent, Insurance, Taxes, and so on. Short 
shrift is given to the need for analysis of these accounts at the end of the 
fiscal period. To the reviewer, it seems that there would be as much justifi- 
cation for considering all such accounts as assets which are converted into 
deductions from gross income as used. In his opinion, the true statement is 
conditioned upon the time of payment relative to the time of use of the 
services. Those debits which arise from payments for services already 
rendered in the entirety are deductions from gross income, or expenses, as 
soon as recorded. But, when the payment precedes the service, the debit ob- 
viously represents a valuable claim, an asset, which becomes converted into 
expense as the services are consumed. Nearly all of the process of adjust- 
ment consists of sifting out from the mixed accounts those increments which 
represent valuable claims against future services. The author does little to 
recognize the importance of accrued expense in calculating the net income for 
the period. The emphasis is almost wholly directed at those expenses which 
are paid for in cash, and the instructor will have to take care lest the stu- 
dent be left with a cash, rather than an accrual, system of accounts. 

The brief way in which the problems arising out of partnerships and cor- 
porations are handled will induce many instructors to revert to the use of 
other texts which cover this phase of the subject more fully. The author 
provides new and original titles for the accounts rising out of the sale and 
subscription of cemmon stock, and the order in which the entries are pre- 
sented does not at all follow the customary chronology of actual practice. 
In that portion of the chapter devoted to the corporation which deais with 
the accounting for bonds, the reader is instructed to amortize all premiums 
and accumulate all discounts by the “straight-line” method. It would seem 
that this subject might receive a more accurate and adequate treatment in 
view of the fact that a course in the mathematics of finance is included in 
the curriculum of most schools of commerce. 

To many this book will be a disappointment. It is hampered by a style so 
cut and dried as to be quite a tax on the average reader. This monotony is 
further aggravated by the constant repetition and refinement of the author's 
statements. While the first volume is supposed to be an introduction to ac- 
counting theory, it is entirely lacking in its presentation of theoretical issues. 
Where such an issue might be uncovered, the author either ignores it com- 
pletely or dogmatically points out a method of treatment with the attitude of 
“this is the way in which this matter is universally handled.” The results 
are often highly questionable; discounts on purchases and sales are unclass- 
ified incomes and expenses and all valuations are to be made, unqualifiedly, 
on the basis of original cost. For many purposes, the second volume will be 
unusable on accounts of its specialized nature. This volume was specifically 
written as a second term text, and yet, it is inconceivable to the reviewer 
how anyone could teach accounting for an entire term without at least hint- 
ing at most of its material. 


Hvupeins. 
Cornell University 
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Reviews 


Auditing—An Introduction to Practice, by Georce E. BENNETT. The Macmil- 
lan Company, New York, 1925. xvi, 554 pp. 


The preface of this volume begins with the following definite statements: 


“Since the field of auditing is so extensive, the standard manuals 
are of necessity somewhat voluminous and cumbersome; furthermore, 
a considerable portion of their subject matter is intended only for 
the use of practicing auditors. These factors are responsible for the 
present publication, a book written primarily for the student, which 
deals with the general principles underlying every audit and at the 
same time serves as an introduction to more detailed work.” 

After these introductory remarks one would expect to find a text book, in 


reality, a volume in which each issue is introduced, elaborated and sum- 
marized so that the student who knows little or nothing of the subject mat- 
ter after reading the book carefully will have a fair knowledge of the under- 
lying principles. Judging from the generality of books advertised as texts 
on accounting subjects, there are two types of text books, (a) those from 
which the students learn while reading and receive from the instructor an 
elaboration of the subject; (b) those which the students read to develop 
questions which require explanations from the instructor. It may be said 
that this book belongs to the latter class. 

Apparently the author has tried to cover the entire field of auditing, even 
to the extent of giving in many instances detailed explanations of auditing 
procedure, which may be understood only by those students who have been 
practicing auditors. 

The subject is treated in detail, but the arrangement is such that it may 
be difficult for the student to follow the discussion of each topic. Too often 
the author makes general statements about conditions which are the excep- 
tion, rather than the rule. For instance, we find the following, which is 
typical of the style of the author: 


“As a basic proposition, the auditor should remember that the in- 
terests of the personnel of the client’s accounting department are apt 
to be diversified, and he ought to govern himself accordingly: 

1. Certain employees may be interested vitally to have the records 
hold every possible charge that can be sent against an asset account. 
In many instances, the income of certain employees is dependent and 
payable upon the showing of a state of solvency.” 

There are many statements of this nature, which require explanation and 


elaboration, as the uninitiated may draw the wrong conclusions. 

In the final analysis, this volume is a comprehensive treatise on auditing 
procedure which the practitioner may use to advantage to supplement his 
knowledge or to serve as a reminder during the course of an audit. It may 
serve as a text book for those students who can devote considerable time 
to reading, and whose instructor has had considerable practical experience. 
This applies to the illustrative study problem as well as to the text. 

The appendix contains questions and problems (many taken from C. P. A. 
examinations), arranged to correspond to the chapters of text matter, which 
should materially assist the student in testing his knowledge of the subject. 


P. E. Bacas 
New York University 
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Accounting Systems—Principles and Problems of Installation, by GrorcE E. 
Bennetr. A. W. Shaw Company, Chicago, 1925. ix, 377 pp. 


The title of this book, “Accounting Systems,” very aptly expresses its con- 
tents and its particular value as a reference book in our accounting bibli- 
ography. The methods employed in various industries and organizations are 
set forth with clarity and conciseness. Unfortunately, there appears very 
little that would indicate the underlying circumstances that warranted the 
use of these particular methods and justified the inclusion of these various 
forms in the particular system. In other words, there is too much general- 
ization of method employed without an understanding of the definite cir- 
cumstances predicating the use of these forms and methods. 

The subtitle of this book, “Principles and Problems of Installation,” is 
somewhat of a misnomer, as there is very little contained therein that might 
justify the use of the term “principles.” The mere use of a method, even 
though generally applied, does not in itself constitute a “principle,” for in 
practice a principle is frequently lost sight of in the practical application by 
reason of necessity ; nevertheless, the principle is not altered in any way but 
rather the application of the principle. 

If it is intended that this book be used as a text book for students, the 
chapter termed “Introduction” would impair its usefulness in that particular 
direction. The student of accounting would find it rather difficult to under- 
stand what is meant by the term “Accounting Systems,” what their purposes 
and objects are. 

It hardly seems wise to emphasize, to the novice, the extreme obstacles that 
are met with in the formulation and installation of an accounting system, for 
this will tend to leave the student with an impression that a constructive 
accountant is one who must sacrifice all of the ethics of the profession, his 
manhood and his honor, to do the bidding of his client for the sake of a 
fee. If a constructive accountant is an economic necessity, to which we all 
agree, then he must be one qualified to organize and develop an accounting 
system without the aid of his client and without following the dictates of 
anyone. While his client may have his own ideas as to what should be 
done, they can only be regarded in the abstract, for in the final analysis, the 
accountant, being master of the theory of accounts and their interpretative 
features, must decide on the methods to be employed and the results to be 
obtained. His discretion and judgment should be final. 

As a likely parable, a patient may complain of pains in the head and the 
doctor diagnose his ills as indigestion. It does not necessarily follow that 
because the patient had pains in the head there was anything the matter 
with his head. It was left to the doctor to diagnose his ills and prescribe 
for them accordingly. The relationship between the accountant and his client 
is similar. 

Under the subtitle of “Justification for a System’s Existence” in the chap- 
ter “Introduction” it seems to be implied that an accounting system is only 
justified where a profit can be earned, as the cost of the operation of the 
accounting system must necessarily be taken from profits. If this were 
taken literally, it would follow that there would be no occasion for providing 
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an accounting system for a new organization, because it could not be de- 
termined in advanced whether profits would be earned. It would also preclude 
the installation of an accounting system for eleemosynary institutions and 
cooperative organizations that are not organized for the purpose of making 
profits. The author probably only intends to imply that the cost of operating 
an accounting system should be moderate as compared with its resultant ad- 
dition to earning power. 

As a reference book for a practiced accountant, this book will be helpful, 
but as a text book, it will be found wanting. 

NaTHAN REass. 

New York University 


UNIVERSITY NOTES 


Brown UNIVERSITY 


Mr. Ralph E. Badger, associate professor of finance, is leaving the depart- 
ment this year. 

Mr. A. F. Hinrichs has been appointed assistant professor. Mr Hinrichs 
has been associated with the research staff of the New York Housing Com- 
mission. 

Five new graduate teaching assistants have been appointed for the coming 
year, Mr. R. P. Doherty of Clark University, Mr. Ralph B. Tower of Boston 
University, Mr. Joseph Friedman of Brown, Mr Cecil G. Garland of the Uni- 
versity of Maine, Mr. Claude L. Stineford of Colby College. 


UNIVERSITY OF CALIFORNIA (Southern Branch) 


A number of changes in staff are being made this year. Mr. Herman 
Helmer, lecturer in economics, Mr. W. T. McGrath, associate in economics, 
Mr. Rollin C. Hill, associate in economics, are leaving the department. New 
members of the staff are Mr. Arthur G. Coons, instructor in economics, Mr. 
Marion Stockwell, instructor in economics, Mr. John Clendenin, associate, Mr. 
Charles E. Leveson, assistant in economics and accounting. 

New courses in foreign trade and transportation are to be included in the 
senior college curriculum, and also courses in cost accounting and in auditing. 

A chapter of Alpha Kappa Psi has been installed during the past winter. 


CARLETON COLLEGE 


Mr. Jesse R. Robinson, professor of business administration and chairman 
of the department of economics, taught at the summer session of the Univer- 
sity of California. Mr. Robinson will be on sabbatical leave the coming year 
and will spend the year in study in Europe. 


UNIVERSITY OF CINCINNATI 


Professor R. A. Stevenson, chairman of the commerce division of the Col- 
lege of Engineering and Commerce, has resigned to accept the deanship of the 
School of Business of the University of Minnesota. Mr. Stevenson will take 
up his new duties September 1. His successor has not yet been appointed. 

Professor R. Emmet Taylor is spending his vacation in Alaska. 

A fellowship in commerce has been donated to the university by a Cincin- 
nati business man. The position will be held by Mr. M. Levy for the coming 
year. 

The College of Commerce is undertaking a marketing survey of the Cincin- 
nati district for the business interests of Cincinnati. The project will be 
financed by the commercial club. 


UNIVERSITY OF DENVER 


Mr. George R. Day, financial secretary of the school and professor of ac- 
counting, has resigned to accept the position of auditor for the American 
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Beet Sugar Co. His place will be filled by Mr. Frank C. Onstott, who has 
been director of vocational work and instructor in svcounting. 

Mr. Fitzhugh Carmichael has been appointed associate director of the 
Bureau of Research. Mr. Carmichael is a graduate of the University of 
Alabama and holds an M. A. from Princeton and an M. 8S. in Commerce from 
Denver University. 

Mr. Kirk Howry of the Howry-Berg Motor Co. has the past year conducted 
a successful class in salesmanship. Mr. Isadore Samuels of the New England 
Life Insurance Co. has had charge of the work in public speaking. 

Mr. John H. Cover, professor of statistics and director of the Bureau of 
Statistical Research, has just brought out a new book, “Advertising—Its 
Problems and Methods,” published by D. Appleton & Co. 

Mr. M. R. Smith, special lecturer on income tax, has recently been appointed 
to the State Board of C. P. A. Examiners. Mr. F. D. Peel, of the class of 
1924, successfully passed the November C. P. A. examination. 

The graduating class of 1926 consisted of fifty-three, of whom twenty-four 
were in the accounting course. Two commercial fraternities have recently 
established chapters here, Delta Sigma Pi and Beta Gamma Sigma. 

The Bureau of Statistical Research is cooperating with other agencies in 
research projects. It conducts a number of continuous studies of business 
conditions in this territory and also publishes special studies. It has recently 
received a grant of $37,500 from the Laura Spellman Rockefeller foundation. 


INDIANA UNIVERSITY 


Mr. Paul Brosman, assistant professor of commercial law, goes to Mercer 
University as professor of commercial law. 

Mr. A. L. Prickett, head of the accounting department, and Mr. H. T. 
Davis, assistant professor of mathematics, have completed the first volume of 
their “Mathematical Introduction to Statistics.” The book will be used in 
mimeographed form this year before final publication. 


UNIVERSITY OF KENTUCKY 


Mr. S. EB. Leland returns to the department from Chicago University where 
he has just received his Ph. D. He has been promoted to full professor of 
economics. 

Mr. P. C. Taylor has been auditing public utility accounts in Kentucky this 
summer. Mr. R. D. McIntyre, specialist in salesmanship, has spent the sum- 
mer with Marshall Field. He has been promoted to associate professor. 


MARQUETTE UNIVERSITY 


Mr. E. M. Wagner has left the department of accounting and is now asso- 
ciated with the Milwaukee Electric Light and Railway Co. 

Mr. W. A. Sheaffer of the evening session has recently received a Wisconsin 
CG. P. A. 

A full sehedule of accounting courses is now being given in the evening 
session on the same basis as that-of the day session. This fall the beginnings 
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are being made in a cooperative arrangement between Milwaukee firms and 
the college. Some twenty or thirty of the best juniors and seniors will be 
placed in accounting positions with public accounting firms and with private 
industrial establishments on a part-time basis. Their work will be supervised 
and reports on their progress will be submitted by the employer. 


UNIVERSITY OF MINNESOTA 


Dean G. W. Dowrie of the School of Business has resigned to take the 
position of professor of finance in the new graduate school of business at 
Stanford University. Mr. Dowrie has been the head of the School since its 
organization as a separate unit in 1918. Dean R. A. Stevenson of the Uni- 
versity of Cincinnati will take his place. 

Mr. J. A. Runser, instructor in accounting, has resigned because of family 
affairs which will keep him in California this year. His place has not yet 
been filled. 


UNIVERSITY OF NorTH DAKOTA 


Mr. Jacob B. Taylor, M. A., C. P. A., has been advanced to the rank of 
associate professor of accounting and made head of the newly organized 
Department of Accounting at the University of North Dakota. Mr. Taylor 
came to the University of North Dakota from the Wharton School, University 
of Pennsylvania, in 1921, as assistant professor of accounting. 

Mr. Luther H. Lyon, from the University of Illinois, has been appointed 
instructor in accounting for the year 1926-27. 


NORTHWESTERN UNIVERSITY 


Mr. W. H. Bamberg is to go to the extension department of Ohio State 
University. Mr. J. Bartizal will be added to the staff as lecturer. 

New courses are to be offered this year in the following fields: “Budget 
Procedure ;” “Public Utility Accounting Procedure ;” “Northwestern Account- 
ing Lectures,” by Professor Himmelblau and lecturers. The latter course 
will consist of a series of lectures by former students of the school who have 
achieved some success in particular fields. Such subjects as stock and bond 
house accounting, investment bank accounting, real estate accounting, and 
others will be discussed by men in these fields. 


OREGON STATE COLLEGE 


Professor G. I. Butterbaugh is leaving the department and his place will be 
taken by Professor R. H. Coleman. Mr. E. E. Bosworth is being added to the 
staff. Mr. Bosworth is a member of the firm of Whitcomb and Co., public 
accountants. He is a C. P. A. of this state. 


The College of Commerce graduated 109 last spring, of whom possibly one- 


third specialized in accounting. All students are required to take one year 
of accounting. Plans are being made to develop a bureau of markets. 
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UnIversiTy oF SoutH Dakota 


Mr. B. E. Tiffany, assistant professor of business administration, has taken 
courses at the University of Michigan the past summer. He has been trans- 
ferred from the department of economics to that of business administration. 

Accounting is being offered in the junior year with a prerequisite of the 
course in economic principles. 


UNIVERSITY OF VIRGINIA 


Mr. E. J. Carruthers, instructor and bursar, has resigned his position as 
instructor. 
Mr. A. J. Barlow has recently been promoted to professor of accounting. 


UNIVERSITY OF WISCONSIN 


Mr. H. C. Miller, C. P. A., returns to Ohio State University. Mr. J. Currie 
Gibson, C. P. A., has been appointed assistant professor of accounting. Mr. 
Gibson is a member of the State Board of Accountancy. 

Professor F. H. Elwell will be on leave of absence during the second 
semester of 1926-27. 

“Bookkeeping and Accounting,” by Elwell and Toner has recently appeared 
from the press of Ginn & Co. 
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